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DEPRECIATION AND THE PRICE LEVEL 
A Symposium 


counting authorities have been in- 

vited to prepare papers expressing 
the views for and against the proposition 
that depreciation need not be restricted to 
the amortization of historical cost. Three 
were asked to uphold the affirmative, and 
three the negative, of a proposition worded 
as follows: 


S: of the nation’s outstanding ac- 


Resolved that departures from the historical 
cost basis of recording fixed asset depreciation be 


recognized as falling within the scope of generally 
acceptable principles of accounting. 


No attempt was made to organize the 
contributors into “teams’’; rather, each has 
submitted a more or less independently 
prepared paper. The papers representing 
the “affirmative” are presented first, in 
alphabetical order, followed by the three 
“negative” papers, also alphabetically ar- 
ranged. 


FIRST AFFIRMATIVE 


JAMES L. DOHR 


While accountants have long realized 
that their basic standard of measurement, 
the dollar, is a varying one, they have, 
with one conspicuous exception, declined 
to recognize, as generally accepted ac- 
counting procedures, departures from cost 
because of changes in the purchasing 
power of money. As a result, accounting 
may be said to deal in,terms of “monetary” 
gains and losses without recognizing im- 
provement or impairment in “economic 
position” resulting from changes in price 
level. As long as the purchasing power of 
the dollar remains relatively “stable” no 
harm is done, but with wide fluctuations in 
prices the accounting results are at least 
incomplete if not actually misleading. The 
accountant’s defense in this situation is 
largely one of methodology; he recognizes 
the difficulty and is sympathetic, but he 


has not, for the most part, found a satis- 
factory way of meeting the problem. Faced 
with demands for a better method of deal- 
ing with depreciation of fixed assets in an 
area of rapidly increasing prices, the ac- 
counting profession has indicated its ad- 
herence to the cost basis. 

The basic question propounded here is 
therefore one of developing a method of 
dealing with the differences which exist be- 
tween monetary income and economic in- 
come—between monetary position and 
economic position. If a satisfactory method 
can be developed it is to be assumed that 
accountants will not only accept the solu- 
tion but urge its adoption. 

If the problem is to be solved, several 


1 American Institute of Accountants, Committee on 
Accounting Procedure, Press Release and Accounting 
Research Bulletin No. 33. 
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basic financial and economic concepts must 
be clarified. In the first place the relation- 
ships existing between revenues and what 
we call “costs” must be better understood. 
In the case of a regulated industry the 
revenues may depend, to a greater or less 
degree, upon our modes of thought with 
respect to cost and its amortization, but in 
the competitive industry the revenues are 
in no sense determined by what we enter 
on our books or regard as a proper state- 
ment of depreciation. The problem in- 
volves no question as to whether the con- 
sumer will be charged more or less for what 
he buys, so that our thinking with respect 
to it should be freed from the shackles of 
consumer equities. 

It appears next that the cost recovery 
theory of depreciation requires elabora- 
tion. Cost recovery as currently conceived 
involves only the recovery of “monetary” 
cost and it is clear that that recovery may 
well be had in the face of a serious impair- 
ment of economic position. The peanut 
vendor who buys one hundred bags of 
peanuts at ten cents per bag and sells them 
for fifteen cents per bag, has recovered his 
monetary cost and made a monetary 
profit. But if he is required, for the next 
day’s business, to pay fifteen cents per bag 
for peanuts his economic position has not 
changed and the monetary profit is an il- 
lusion. Stated simply, the cost recovery 

_«theory must be worked out in terms of the 
recovery of equivalent “things,” rather 
than the mere recovery of an equivalent 

\_ number of dollars invested in things. 

Finally, our ideas with respect to the 
measurement of changes in price level must 
be clarified and we must have a better ap- 
preciation of the limitations of price indi- 
ces. If the price of a given commodity or 
raw material doubles, the purchasing 
power of the dollar, with respect to that 
commodity, has been cut in half. But when 
we try to measure the purchasing power of 
the dollar im general terms a serious diffi- 
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culty arises. A general “cost of living” 
index, for instance, is based on the prices 
of selected commodities and is valid, as a 
measure of economic position, only insofar 
as the economic resources in question are 
reasonably within the price ambit of the 
selected items. Improvements in measure- 
ment of price level must be brought about 
by specially constructed indices because” 
the determination of “economic cost re- 
covery,” as distinct from ‘“‘monetary” re- 
covery, depends upon a price index which 
measures purchasing power in an 
ate area. 

Before considering the matter of dene 
ciation of fixed assets, reference may be 
made to the presently existing exception to 
the cost rule in the case of inventories. 
This involves what might be designated as 
a study in the realm of the Ifos.? We began, 
in our accounting for inventories, with 
what seemed to be a reasonable assump- 
tion as to the flow of materials—first in, 
first out, or Fifo. As a method of monetary 
cost recovery the Fifo method is well-nigh 
perfect; as a method of economic cost re- 
covery it is open to grave objections. In a 
period of rising prices an inventory of 
stable quantities is reflected at an ever in- 
creasing monetary value; the reported 
profits give no consideration to the fact 
that economic position has not changed de- 
spite the apparent profit. The result is 
usually a series of serious losses as the price 
level declines. 

As a result of these difficulties we de- 
veloped another assumption—last in, first 
out, or Lifo. It is important to note that 
the Lifo method of inventory statement 
has been approved as a reasonable or ap- 
propriate assumption with respect to the 
“flow of materials.”* The proponents of 
this method would be on far sounder 
ground if they rested their case on the 


2 See letter of William sash, N.A.C.A. Bulletin, 
Vol. XXIX, No. 8, Sec. 2, p 
Accounting Research No. 30. 
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proposition that Lifo is an attempt to 
“match current costs against current reve- 
nues,” on the ground that the method 
deals with economic, rather than monetary 
costs, and on the ground that by account- 
ing for things, instead of the dollars in- 
vested in things, appropriate recognition is 
given to changes in price level and the 
maintenance of economic position. Under 
this approach one may become reconciled 
to the meaningless balance sheet figure 
which the method produces on the ground, 
as Mr. George O. May puts it, that the 
latter is not too high a price to pay for the 
advantages obtained in income determi- 
nation. 

Experience with Lifo has not been en- 
tirely satisfactory. In a period of rising 
prices it permits a “matching” of current 
costs against revenues, but in a period of 
declining prices it may be disastrous. Much 
depends upon the price level at the time 
when the method is introduced; if that is a 
time of relatively high prices something 
additional must be done in times of price 
recession. This leads to another assump- 

¥ tion—highest in, first out, or Hifo. Under 
this procedure the inventory gradually 
comes down to the low point in the price 
cycle. Another difficulty arises in periods of 
rapidly rising prices; by means of the Lifo 
method current costs may be matched 
against revenues but replacement occurs 
at a continuously increasing level. While 
the time interval may not be a great one, 
efforts can be made to maintain economic 
position but still another assumption— 

¥ next in, first out, or Nifo. The principal 
limitation of this procedure is the necessity 
of speculating as to the level at which re- 
placement will occur. In any event, Lifo 
and its modifications should at least be en- 
couraged as steps in the right direction. 

The question then arises as to whether 
anything similar can be done to take care 
of changes in the purchasing power of 

money in connection with the accounting 
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for fixed assets, and in connection with 
charges for depreciation. This problem is 
not a new one. Business men and others 
have long been seriously concerned about 
the failure to recognize loss of economic 
position under the conventional or mone- 
tary basis of cost amortization and profit 
determination; in accounting circles a few 
sturdy voices have long been crying in the 
wilderness. Economists and statisticians 
have sought to supplement or “correct” 
current income statements to give effect to 
price changes. Manifestly the problem 
warrants the most serious consideration by 
all concerned. And there is no point in 
waiting for normal or stable times as the 
Committee on Accounting Procedure sug- 
gests, because they are probably gone for- 
ever.‘ 

A number of suggestions have been 
made for the solution of the problem and 
each should be given most careful con- 
sideration. Dealing with the problem as 
one of providing additional capital, it has 
been urged that it can be taken care of by 
appropriations of income. This procedure 
is proper and the part of wisdom where 
additional capital is required in the eco- 
nomic sense, whether because of expan- 
sion, new products, more complex opera- 
tions or even because of the operation of 
the law of diminishing returns. The diffi- 
culty is that the price problem involves 
additional capital only in the monetary 
sense; it is of the utmost importance there- 
fore that it be distinguished from the other 
situations. 

A further suggestion is made that the 
matter can be handled by supplementary 
data indicating the effects of price change. 
This method might suffice in the early 
stages of inflation and it is generally open 
to the objection that there comes a time 
when the supplementary data lead to con- 


‘William Blackie refers to “normal times” as “a 
theoretical concept about what would be if unusual 
things which usually are never were.” 
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clusions so different that they in substance 
impeach the integrity of the financial 
statements. 

In times past another approach to the 
problem has been the persistent suggestion 
that depreciation charges should be based 
on replacement cost. This approach is un- 
fortunate because replacement cost is 
usually speculative, because it can not be 
objectively verified, because replacement 
is frequently not in kind, and most impor- 
tant because it fails to distinguish between 
higher replacement costs due to price 
changes and those due to other causes. In 
addition, any attempt to establish replace- 
ment as a function of depreciation only 
serves to obscure the importance of the 
cost recovery function. 

Another approach has been the sugges- 
tion that fixed assets be restated periodi- 
cally in terms of current prices and that 
depreciation be calculated on the new or 
restated basis. There is a good deal of 
merit to this suggestion provided it be 
worked out with appropriate safeguards. If 
the restatement were made to meet the 
requirements of a quasi-reorganization, 
were developed on notice to all as a “fresh 
start,” and were based on objective evi- 
dence, it might be made to serve a useful 
purpose. However, the difficulties involved 
in this procedure are great and it is feasible 
only at relatively wide intervals of time. 

The best chance of a workable solution 
of the problem seems to be in a process of 
adjustment for changes in price level by 
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“means of carefully constructed indices of 


price changes in the areas in which an eco- 
nomic position, in terms of things, is to be 
maintained. By the application of these 
indices the cost of utilization of long-term 
facilities can be placed on a current basis 
and can be made reasonably comparable 
to the remaining charges in the income 
statement. Presumably the method will be 
applied both ways—to eliminate illusion- 
ary losses as well as illusionary gains al- 
though the latter, in an economy in which 
the long-term trend of prices is upward, 
are the more important consideration. It 
goes without saying that the success of the 
method will depend upon its general appli- 
cation throughout the business world. 

If the price level were to increase ten- 
fold, it seems reasonable to suppose that 
no one would accept financial statements 
in which current assets (at the current 
price level) appear in sums far greater than 
the fixed assets (at historical cost) when 
the latter are of far greater financial sig- 
nificance. Somewhere in the old issues of 
the ACCOUNTING REVIEW there may be 
found specimens of German and other 
balance sheets of inflation days displaying 
this idiosyncrasy. The ultimate question is, 
therefore, how much inflation is a pre- 
requisite to action. It is submitted that we 
are moving rapidly into an area which de- 
mands a modification of generally accepted 
accounting principles to permit departures 
from the conventional cost basis. 


SECOND AFFIRMATIVE 
W. A. PATON 


This question, after lying fallow for some 
time, has become a live issue during the 
past year. The rapid advance in prices in 
general, and construction costs in particu- 
lar, has brought with it a new crop of 
anxieties regarding the measurement of in- 
come by the usual accounting methods. 


The discussion has been active in account- 
ing and financial circles and the subject 
has also received widespread attention in 
the non-technical press. Various proposals 
have been advanced as to how to deal with 
the problem, and a number of prominent 
corporations have made special adjust- 
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ments of their depreciation charges. 

In my opinion the problem is sufficiently 
important to deserve consideration on the 
merits. Attempting to dismiss it by refer- 
ence to the authority of accounting tra- 
ditions and practices—a substitute for 
analysis and argument to which many ac- 
countants are prone—will neither remove 
the question from the economic scene nor 
make any contribution toward better un- 
derstanding and improved methods of re- 
porting. Those who feel that conventional 
accounting has serious limitations in times 
of sharp and sustained price movements 
have a case. There is perhaps somewhat 
more smoke than fire, but there is certainly 
some fire and it needs careful and system- 
atic attention. 

In the earlier controversies regarding de- 
preciation measurement the center of at- 
tention—especially in the utility field— 
was effect upon recognized property val- 

V ues. Today interest in the matter seems to 
be directed mainly toward the determina- 
tion of cost and net income. This develop- 
ment is not surprising in view of the 
general shift of emphasis in recent years 
from the statement of financial position to 
the data of earnings and earning rates. The 
present supporters of the view that depre- 
ciation charges based on recorded dollar 
costs are inadequate stress the fact that 
while labor, material, and other costs cur- 
rently incurred are charged to revenues at 
prevailing prices, depreciation cost is com- 
puted in terms of prices far below the 
existing level of replacement costs. This 
condition, they argue, will bring about an 
impairment of capital funds and conse- 
quent jeopardizing of the rights of inves- 
tors. 


The practical importance of depreciation 


x 4ccounting obviously varies with the cir- 


cumstances of the particular business. 
Where depreciable facilities are not present 
in large amount and depreciation cost is 
accordingly a minor item of expense, ad- 
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justment of this cost to a replacement basis 
might have so limited an effect on total 
cost as not to be justified. Or where a large 
plant has been acquired in recent years, at 
costs not materially out of line with cur- 
rent costs, the case for adjustment may be 
weak. On the other, hand there can be no 
doubt that for a great many companies, 
large and small, depreciation charges based 
on recorded costs are substantially less 
than such charges would be if they were 
calculated in terms of current prices, and 
that an adjustment would have a material 
effect upon total cost. Moreover, even a 
modest percentage change in total cost 
may have a major effect upon net income: 
It hardly seems reasonable, therefore, to 
try to throw the issue out of court by refer- 
ences to materiality and expediency. The 
increase in the cost of acquiring plant 
assets that has occurred is not in the “pea- 
nuts” class; it is a phenomenon of marked 
importance to a large majority of business 
concerns. 

Efforts to squelch the advocates of re- 
vision by predicting an early return to 
lower prices are likewise not very convinc- 
ing. Modern Jeremiahs are notoriously un- 
dependable. That prices can not be ex- 
pected to stand still for any great Iéngth of 
time is a fairly safe judgment in view of 
past performance. But the notion that a 
particular advance over a particular period 
of time is certain to be offset by a move- 
ment in the other direction—that what 
goes up is bound to come down—has no 
substantial foundation. Existing levels of 
prices may or may not be relatively per- 
sistent. There may be further advances; 
there may soon be sharp reductions. We 
don’t know when or how much; one guess 
is as good as another. Perhaps the most 
reasonable general attitude for business 
managements to take as they review their 
affairs and make plans is that of assuming 
continuity of what they see about them at 
the time. This doesn’t mean that manage- 
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ment shouldn’t endeavor to roll with the 
punches. The very essence of business ad- 
ministration nowadays is adaptability. 
This quality, however, is hardly fostered 
by putting great reliance on anyone’s pro- 
phetic powers. 

The point most often made in the cur- 
rent discussion by proponents of the re- 
placement-cost basis is that depreciation 
charges computed in terms of recorded 
dollar costs “will not provide for replace- 
ment”’ of facilities at the higher prices now 
prevailing. It seems to me that this angle 
has been over-emphasized. In the first 
place it is not reasonable to infer that the 
essential purpose of depreciation account- 
ing is to “provide funds.” The object of 
accruing depreciation is to see to it that 
the costs of plant assets used in operation 
are systematically charged to the revenues 
arising during the service lives of the vari- 
ous component elements as one step in the 
determination of net income. The acts of 
reckoning costs and assigning costs to peri- 
odic revenues do not “provide” anything, 
and in this respect the depreciation charge 
is in the same boat as all other costs. Funds 
are provided by the flow of revenues from 
customers and the amount of this flow in a 
particular period is only indirectly in- 
fluenced, if at all, by the costs incurred and 
the cost procedures employed by the par- 
ticular concern (ignoring cases where reve- 
nues are specifically determined by con- 
tractual cost-plus arrangements). The 
funds acquired during any period, in other 
words, are determined by the amount and 
price-of the product sold during the period, 
in a market situation reflecting the entire 
array of demand and supply influences— 
not simply the recorded costs of the par- 
ticular producer. If the amount of funds 
received and available for use could actu- 
ally be affected by cost computations there 
would surely never be any lack of funds in 
any business enterprise; all that would be 
necessary to increase funds to any desired 


point would be to increase recorded costs, 
No one, of course, would take this position, 
but a lot of people—including accountants 
—talk as if that were their idea in discus- 
sing the need for increasing depreciation 
charges. What they really must mean is 
that if the depreciation charges were in- 
creased the reported net income would be 
reduced and this would tend to encourage 
retention of funds in the business that 
might otherwise be disbursed as dividends. 
Put in this way the proposition makes 
sense, but it also has much less force than 
is suggested by the misleading use of the 
word “provide.” That is, the problem is 
primarily one of administering such funds 
as do become available, not one of aug- 
menting the total flow of funds into the 
enterprise. 

If replacement-cost depreciation were 
permitted for income-tax purposes, as has 
been widely suggested recently, the effect 
—with replacement cost above recorded 
cost—would be to increase tax deductions 
and reduce tax payments. Such a develop- 
ment, it must be recognized, would in- 
crease the amount of funds that could be 
retained for the uses of the enterprise or 
be disbursed to stockholders. 

In the second place, this loose talk about 
increasing depreciation “to provide funds 
for replacement” has given the opponents 
of adjustment an excellent opening into 
which they have promptly stepped. They 
point—apparently in agreement with me 
as to the difficulties facing the forecasters 
—that no one knows in a particular situa- 
tion when replacement will be required 
and that no one knows what the cost of 
replacement will be. They also call atten- 
tion to the fact that with changing techni- 
cal and economic conditions there is always 
the possibility or even probability that 
existing facilities will not be replaced in 
kind if at all. They might refer, too, to the 
practical difficulties in the way of accumu- 
lating specific cash funds over long periods. 
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These observations, not without merit in 
themselves, actually have little to do with 
the main issue; they are red herrings 
dragged into the discussion by those anx- 
ious to take full advantage of the failure of 
the advocates of increased depreciation 
charges to stay on solid ground. 

The only substantial support for the 
view that depreciation charges in the in- 
come statement should reflect current 
prices, rather than dollars of an earlier 
vintage, is found in the conception of cost 
as a measure of actual economic sacrifice 
incurred and the general thesis that true 
net income cannot emerge until all actual 
costs in this sense have been deducted. In 
other words, the case for replacement-cost 
depreciation grows out of recognition of an 
inherent weakness of conventional ac- 
counting. In accounting procedures 
changes in prices are generally ignored, ex- 
cept as they become embodied in new 
transactions. The accountant ordinarily 
proceeds on the assumption that the unit 
measure he employs, the dollar, is a fixed, 
unvarying economic quantum. When a 
building is acquired, for example, he re- 
cords the acquisition at its dollar cost. This 
is proper procedure; at that time dollar cost 
is usually the most satisfactory, depend- 
able evidence of actual value that is avail- 
able. The difficulty arises with the passage 
of time and the movement of prices. Sup- 
pose that during a period of five years 
prices double, which means that the value 
of the money unit has been cut in half. The 
question is, does the recorded dollar cost of 
the building, unadjusted, now represent 
the actual cost? The answer is both “yes” 
and “no.” Regarded in terms of prices at 
acquisition date the recorded cost is still 
the actual cost; regarded in terms of prices 
at the later date the recorded figure is just 
half of the actual cost. Phis leads to a 
second question, how are the recorded data 
presented by the accountant generally in- 
terpreted? Here a single answer is clearly 
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required. As a rule we think and act in 
terms of current dollars, and when a mix- 
ture of current dollars and past dollars is 
presented without classification we in- 
evitably tend to regard them as homo- 
geneous. 

In a very real sense, then, the account- 
ant who charges 1947 revenues with de- 
preciation expressed in unadjusted 1935— 
for example—dollars, alongside of labor, 
materials, and other costs in 1947 dollars, 
is guilty of failing to recognize the plant 
cost actually, literally incurred. In a very 
real sense, moreover, the person who urges 
the substitution of replacement cost for 
recorded dollar cost is recommending ad- 
herence to actual cost more closely than he 
who insists on absorption of recorded dol- 
lars, of all kinds, without adjustment. 
That is, to adhere strictly to the cost basis 
it is necessary, paradoxically, to appear to 
depart from it under some circumstances. 

A minor objection to the foregoing argu- 
ment is found in the fact that change in the 
value of the monetary unit is usually con- 
sidered to be reflected in the general move- 
ment of prices rather than in the move- 
ment of the replacement. costs of plant 
assets. Thus an adjustment of depreciation 
designed to convert recorded dollars into 
current dollars is not the same thing, con- 
ceptually or quantitatively, as an adjust- 
ment designed to convert recorded cost 
into prevailing replacement cost. However, 
construction costs and costs of manufac- 
turing equipment constitute important 
sections of the price fabric, and the move- 
ment of such costs may well have more 
significance in business operation than a 
computed change in dollar value based on 
all available price series throughout the 
economy. There is also the point that an 
index of plant costs may be a more practi- 
cable means of conversion. 

Objection may also be offered to the 
definition of “actual cost” used in the 
argument. Many accountants are inclined 
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to insist that the cost figures initially 
charged to the accounts are the “actual 
costs,” regardless of what happens to 
prices and the value of the measuring unit 
employed. The only answer to this is that 
such a position involves an empty, mean- 
ingless cost concept. If cost does not meas- 
ure economic significance in a living situa- 
tion it becomes a mere notation on a piece 
of paper, without any force or vitality 
(except as legal rigidities may give it 
weight). Isn’t it true, in a competitive 
economy, that the only generally influen- 
tial, ‘“‘conduct-conditioning” costs are 
those currently in effect? Isn’t it true that 
if a unit of standard equipment that cost 
$5,000 years ago would cost $10,000 to re- 
place today the owner should utilize the 
unit for purposes consistent with current 
cost, rather than recorded dollar cost, as he 
would a new unit just purchased and in- 
stalled in either the same or another de- 
partment? Consideration of such questions 
leaves me with the feeling that there is a 
lot of substance in the view that conven- 
tional depreciation charges do not always 
represent “actual cost.” 

Assuming that the case for replacement- 
cost depreciation has substantial merit, 
what can be done about it, bearing in mind 
the technical complications and other diffi- 
culties? There are a number of possibili- 
ties. The minimum recognition that should 
be given to the problem—a minimum that 
accountants should insist upon where it is 
not considered feasible to go further—is 
the inclusion in periodic corporate reports 
of a careful statement of the limitations of 
net income reported on the conventional 
basis, under present conditions, and the 
need for retaining apparent earnings in the 
business, instead of disbursing them as 
dividends, to the extent required to main- 
tain financial strength and the scope of 
operations. It should specifically 
pointed out that with depreciation stated 
in terms of recorded dollar costs rather 
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than replacement costs net income does 
not measure, as it stands, an increase in 
purchasing power, that the reported earn- 
ings are in a sense overstated, and it would 
be very helpful to show with informal cal- 
culations how the reported figures would 
be modified if the alternative definition of 
cost was adopted. This is essentially the 
footnote and memorandum procedure, and 
is always available. 
Another possibility is the introduction 
into the regular system of accounts of sup- 
“plementary accounts designed to place 
plant accounting and depreciation on an 
over-all replacement-cost basis, recorded 
dollar cost figures being retained and the 
amount of the difference between replace- 
ment cost charged to periodic revenue and 
recorded dollar cost applicable to such 
revenue (“absorbed appreciation’’) being 
shown as a final adjustment of net earnings 
in the income statement. This type of ac- 
counting represents a “compromise ap- 
proach.” With this technique all the con- 
ventional data are retained and the effects 
of replacement-cost depreciation are like- 
wise disclosed. For an outline of procedure 
see Section 14 of Accountants’ Handbook. 
A third possibility is resort to quasire- 
organization. If there is such a disparity 
between recorded data and current values 
as to make the continued use of the old 
book figures downright misleading (and es- 
pecially if this situation is coupled with the 
fact that new interests have acquired a 
controlling position in the enterprise, or 
some other condition has developed that 
justifies a “fresh start”) present values 
may be substituted for recorded costs in a 
thoroughgoing accounting adjustment, fol- 
lowing much the same lines as would be 
appropriate if there were an actual legal 
reorganization. This method of dealing 
with the problem involves permanent 
“freezing” (possibly by formal capitaliza- 
tion) of the credit reflecting the net in- 
crease in plant accounts, as recommended 
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in Accounting Research Bulletin No. 5 
issued by the Committee on Accounting 
Procedure of the American Institute of 
Accountants. 

In-any event there can be no objection 
to the use of special cost computations for 


“managerial purposes that place depreci- 


ation for particular departments or for the 
entire enterprise on a replacement-cost 
basis. Such computations can be helpful in 
administration even if they are not re- 
flected in any manner in the periodic 
financial statements issued to stockholders. 

Proposals to increase depreciation 
charges more or less arbitrarily, without 
first systematically adjusting plant costs, 
can not be defended by accountants. 
Under all circumstances the accounting of 
an enterprise should constitute an inte- 
grated, consistent scheme of records. This 
does not mean that revising estimates of 
service life is objectionable, assuming the 
revision to be based on the best available 
judgment, or that strict adherence to 
straight-line apportionment need be in- 
sisted upon. 

Advocates of increased depreciation 
charges under prevailing conditions need 
to be reminded of a number of limiting 
considerations. Adjustment of deprecia- 
tion charges to reflect higher prices, how- 
ever carefully made, is no complete remedy 
for the accounting ailments resulting from 
an unstable dollar. It is no more reasonable 
to expect increased depreciation charges to 
bring about a millennium in income report- 
ing and financial administration than it is 
for LIFO enthusiasts to claim that their 
inventory procedure will do the job. Both 
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ideas represent nothing more than nibbles 
at a very difficult problem. Sweeping 
changes in the value of the dollar bring 
about unrecognized losses or gains all 
along the line. A cash balance of a million 
dollars, for example, may represent much 
less purchasing power at the end of the 
year than it did at the beginning of the 
period, but the very real loss involved is 
not disclosed by the conventional income 
statement. Similarly outstanding liabilities 
represent a speculation in: the value of 
money, with the possibility of very sub- 
stantial loss or gain. However, there is 
little or no current agitation for changes in 
accounting procedure to deal with these 
matters, and H. W. Sweeney’s Stabilized 
Accounting remains the only comprehen- 
sive published treatment of the sub- 
ject. Moreover, those favoring higher de- 
preciation charges now must be prepared, 
if they are to be consistent, to support re- 
vision of depreciation charges downward 
in a period of falling prices. 

The serious technical difficulties in- 
volved are one obstacle in the way of any 
thoroughgoing movement toward stabi- 
lized accounting. An even more serious ob- 
stacle is a legal structure (including 
income-tax required procedures) that gen- 
erally accepts the unrealistic assumption 
that a dollar is the same yesterday, today, 
and forever. Nevertheless it is high time 
that accountants became more aware of 
the problem and took a keener and more 
unbiased interest in the possibilities of 
improving their services as reporters and 
interpreters of the facts of business activ- 


ity. 


THIRD AFFIRMATIVE 


MAURICE E. 


In supporting the affirmative of this 
Proposition it should be understood that it 
is being supported only in a definitely 


PELOUBET 


limited sense. The proposition which I am 
supporting might better be put as: 
Resolved that departures from the historical cost 
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basis of recording fixed asset depreciation be 
recognized as falling within the scope of generally 
acceptable principles of accounting, only when 
such departures are: 


(a) Based on data which can be objectively 
tested, 

(b) Consistently applied, 

(c) Based on assumptions the validity of which 
is not open to reasonable doubt, and 

(d) Where there is some measure of acceptance 
of the method of making the departure 
from the cost basis by accountants and by 
government agencies concerned. 


Any method which does not fulfill all of 
these requirements, with the possible ex- 
ception of the last, can hardly be regarded 
as satisfactory because it would not be 
susceptible to independent audit and 
would not give any basis of comparison, 
either between different companies or be- 
tween years for the same company. 

When we are considering departures 
from the cost basis for fixed assets, we 
must consider where we are going as well 
as where we came from. Many methods of 
departing from the cost basis are danger- 
ous and undesirable. There is a consider- 
able measure of agreement among busi- 
nessmen and accountants that the rise in 
costs of buildings, machinery and equip- 
ment raises a number of difficult problems 
in public relations, employee relations, 
finance, and costs. Strangely enough, the 
change in price levels does not seem, on the 
surface, to raise any particular accounting 
difficulties. We still know the cost of our 
equipment and can still calculate depreci- 
ation on the cost. When fixed assets are 
replaced, we adjust the fixed asset account 
and reserve for depreciation and go ahead 
depreciating the new cost. Apparently 
generally accepted accounting principles 
have neatly and adequately taken care of 
everything. 

From a formal point of view, this is true. 
All the statements are literally correct on 
the basis of generally accepted accounting 


principles. The difficulty is that in many 
cases they do not represent all the signifi- 
cant facts. If we are on some inventory 
method, LIFO identification of specific 
contracts, retail method, or any other 


method which relates current cost to cur-. 


rent sales, we are showing the significant 
facts, so far as materials and labor are con- 
cerned, but we are not doing this for de- 
preciation. 

If we are charging into our costs de- 
preciation on a plant built ten or fifteen 
years ago on the basis of its cost at that 
time, we are understating our costs and 
overstating our income on a current basis 
to the extent of the difference in the de- 
preciation on the present value of the 
machinery and equipment and deprecia- 
tion on its cost at the time of acquisition. 
In some industries this is negligible, in 
others it is serious. 

The steel, petroleum, and meat packing 
industries believe it to be serious, and 
prominent units in other industries have 
given recognition to replacement costs in 
their accounts. Whether these costs have 
been objectively determined on satisfac- 
tory data is not certain but it is clear that 
the problem has been recognized and an 
attempt has been made to translate a solu- 
tion into figures. Other corporations have 
indicated in their published statements 
that they recognized the seriousness of the 
situation but were not yet prepared to use 
definite figures in their accounts. 

Anyone responsible for making a de- 
cision on the treatment of this problem 
must first decide whether he is prepared to 
adopt a method and follow it in periods of 
falling, as well as rising, prices. While this 
decision must be made it may not be as 
difficult as it appears at first blush. The 
danger of a precipitous fall in construction 
and heavy manufacturing costs does not 
seem to be great. Decline in volume in 
some lines is possible, whether or not it is 
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imminent, but it seems unlikely that the 
present level of hourly wage rates will be 
substantially reduced. Highly organized 
trades, such as those engaged in building 
construction, maintained high hourly rates 
during the entire depression of the thirties 
even though employment was greatly re- 
duced. There is little reason to believe that 
wage rates will be reduced in the foresee- 
able future, whether or not a recession in 
industrial activity takes place. 

If the price level remains substantially 
as it is there would seem to be little doubt 
that fixed assets of all sorts purchased in 
the past could be replaced only at a higher 
level. There is only one source of funds 
from which they should properly be re- 
placed, namely, the payments of customers 
who receive the goods or services produced 
by the machinery. The man who uses 
machinery purchased at a lower price level 
should not be forced to pay higher taxesy 
than the man who uses machinery pur- 
chased at the present level. To require 
higher taxes from the man using the older 
and cheaper machinery is the practical 
equivalent of a capital levy. 

If our taxing system were based on some 
concept of current values, rather than on 
the general assumption that the value of 
the dollar never changes, some provision 
would be made whereby the depreciation 
deduction for the man operating an old 
machine, costing $1,000 at some time in 
the past, would be the same as that al- 
lowed the man operating a similar new 
machine which cost $2,000. Under gener- 
ally accepted accounting principles, as- 
suming that the price level remains 
constant from now on until both machines 
are worn-out, it is evident, considering 
pressures from government and _ stock- 
holders for distribution of stated income in 
taxes, wage increases, and dividends, that 
the man with the present $2,000 machine 
could, without difficulty, have retained 
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enough funds in his business to buy a new 
machine, whereas the man with the old 
$1,000 machine would have had great diffi- 
culty in doing so. 

This disparity in the depreciation de- 
duction is something very like a capital 
levy. It is, in effect, declaring that the 
value of the dollar at the time the man 
bought the cheaper machine is the same as 
the value of the dollar at the present time. 
This we know to be untrue and the forcible 
exchange of the old dollar for the new, 
brought about by the discrimination in de- 
preciation rates between the two indi- 
viduals, certainly has the effect of confis- 
cating a part of the real, although not the 
monetary, capital represented by the old 
$1,000 machine. Although this type of 
capital levy is, in effect, made against 
fixed monetary obligations and against 
other property and transactions, it does 
not reduce or mitigate the undesirability of 
discriminating against the owners of 
cheaper machinery bought at an earlier 
date in favor of owners of expensive ma- 
chinery purchased at the present time or 
recently. 

If we agree on the principle of providing, 
in corporate and tax accounting, for re- 
placement depreciation we will immedi- 
ately meet another cry, that there is no 
way to arrive at an accurate figure. We are 
told that any figure for replacement would 
be a mere guess. The hobgoblin of a 
capricious and ill-informed management, 
wishing to distort accounts on the basis of 
its whims, is paraded before us. We are 
told that there may be a problem but there 
is no solution and we had better forget the 
whole troublesome business. 

This is a fundamentally wrong approach. 
The solution of the problem is, in most 
cases, neither quick nor easy but is quite 
within the bounds of possibility. When 
property is bought and sold, when new 
values are set up when a company is 
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purchased, when insurance claims are 
settled, all of these transactions must be 
carried out on the basis of replacement 
values. This being so it certainly should be 
possible to arrive at replacement values for 
fixed assets sufficiently accurate to serve 
as a basis for financial accounts and for 
depreciation. 

As a rule, all the data required for cal- 
culation of depreciation on replacement 
values are contained in the books of a com- 
pany, except the information required to 
convert cost to a present value. This could 
be either an appraisal figure arrived at by 
appraisal methods or an index number for 
the class or group of assets being valued. 
Index numbers of this sort are not difficult 
to arrive at. Not many would be required 
as there is considerable uniformity in the 
rise and fall of prices in the groups of 
property generally classified as fixed assets. 
Many industrial companies now have in 
their engineering records much of the ma- 
terial necessary to provide such indexes. 
This could be used as a check against, say, 
some index prepared by a government 
bureau. A trade association or some similar 
body could agree on indexes for different 
groups of machinery, equipment and other 
property. In any event, this information 
exists and it would not be a matter of 
great difficulty or expense to put it into a 
form which would be useful and readily 
available. There are many difficulties of 
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detail and it is probable that some new 
records would need to be kept. The nature 
and extent of the new records would vary 
with the type of enterprise and type of 
machinery and equipment in use. Space 
does not permit any discussion here of the 
mechanical difficulties but there is nothing 
impossible in solving them. Every first- 
class cost accountant, who acts in an 
executive capacity, has handled problems 
at least as difficult as these many times in 
his career. 

The time seems to have come for a clear 
and objective analysis and appraisal of the 
elements involved in the problem of re- 
placement depreciation. On the affirmative 
side we have had enough general discussion 
which serves merely to point out that there 
is a problem and possibly also a grievance. 
On the negative side we have had enough 
advice to retreat into the apparent ease 
and simplicity gained by denying the exist- 
ence or importance of the problem. What 
we need now is to get down to cases. By 
this I mean studies of cases. We need some 
actual working out of specific problems 
and we need a clear, objective and unim- 
passioned statement of principles, of meth- 
ods and of possible solutions. The problem 
is pressing and offers probably the greatest 
present-day challenge to accountants, both 
those in public practice and those in 
executive positions with corporations. 


FIRST NEGATIVE 


WILLIAM H. BELL 


The question is asked whether or not de- 
partures from the historical cost basis of 
recording fixed asset depreciation should 
be recognized as falling within the scope of 
generally acceptable principles of account- 
ing. I assume that there is no particular 
significance to the use of the word “ac- 
ceptable” instead of the commoner word 


“accepted,” and that what we are con- 
cerned with essentially is whether such de- 
partures are sound and desirable. 

I take the negative side of this question, 
but somewhat conditionally. While I be- 
lieve that as a general rule the best policy 
is to adhere to a cost basis of accounting 
for property, I think there are situations 
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where there is sufficiently good reason to 
write up property from cost to some 
higher value on the books, which is re- 
garded as a new “‘constructive” cost, and 
then depreciate the property on the basis 
of such higher value. When that is done, in 
my opinion, the entire amount of the pro- 

¥ vision for depreciation should be con- 
sidered as an operating expense and no 
part should be credited back to income or 
earned surplus and applied as a reduction 
of surplus arising from appreciation, on 
the theory that that much of the appreci- 
ation is “‘realized,”’ but the entire amount 
of appreciation should be permanently 
frozen as capital. In other words, I believe 
it is proper under some conditions to re- 
cord appreciation of property, but in doing 
so I impose on the business the necessity of 
treating depreciation on the written-up 
valuation precisely the same as if it repre- 
sented original cost. 

In this period of relatively high costs 
(that is, in relation to the past), I should 
not be disposed to object to a proposal of 
any company management to appreciate 
its property (all of it) on the basis of a 
current appraisal at replacement costs— 
with due regard, of course, to any other 
economic factors that might have a bear- 
ing on the situation—provided it is willing 
to commit itself to the consequent neces- 
sity of basing its future charges to income 
for depreciation on such appreciated 
amount. It should be understood, however, 
that such procedure would be open to the 
objection that in order to make it effective 
in accomplishing its purpose of accumulat- 
ing a reserve for depreciation equal to the 
cost of eventual replacement of the prop- 
erty it would be necessary to adjust the 

Vbook values from time to time to accord 
with the fluctuating price level, probably 
even to the point of adjusting the book 
values downward. All this is what the 
Committee on Accounting Procedure of 
the American Institute had in mind when 
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it said in its Bulletin No. 33 that “an at- 
tempt to recognize current prices in pro- 
viding depreciation, to be consistent, 
would require the serious step of formally 
recording appraised current values for all 
properties, and continuous and consistent 
depreciation charges based on the new 
values.” 

It seems to me that if we condone the 
practice of providing for depreciation in 
the general accounts (as distinguished 
from statistical records) on a basis higher 
than cost without insisting that such ac- 
tion be accompanied by writing up the 
property on some reasonably objective 
basis to which the management is willing 
to commit itself for the future, we will be 
doing a disservice to those who rely upon 
accounting, by promoting a state of con- 
fusion. As long as we adhere to cost (with 
acceptance of a “constructive” cost in ap- 
propriate cases), the charges to income for 
the consumption of assets are definite, ob- 
jective, and demonstrable (subject, of 
course, to substantiation of the methods of 
allocation to periods, etc.). The alterna- 
tive is conjecture, influenced by an un- 
limited variety of considerations, even 
temporary expediency. 

Aside from the difficulty, and the chance 
of differences in judgment, involved in 
estimating the cost to replace property 
(including the question as to whether units 
of property will be replaced at all, or with 
what may reasonably be considered like 
property), let me illustrate what I regard 
as the absurdities of possible solutions of 
the problem of accounting for replacements 
of property where provision has been made 
for replacement without adjusting the 
asset account. The problem as illustrated 
is oversimplified, since it involves several 
dubious assumptions. Suppose a unit of 
property which originally cost $1,000 has 
been estimated to cost $2,000 to replace, 
that a reserve for depreciation is accumu- 
lated for $2,000, and that the property is 
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replaced in kind at a cost of $2,000. What 
accounting entries should be made at the 
latter date: should we (a) remove the 
$1,000 from the asset account and charge 
it against the reserve, leaving a balance of 
$1,000 in the reserve (as an initial 50% 
provision against the new property), and 
charge the asset account with the $2,000, 
or (b) charge the $2,000 direct to the re- 
serve and leave the $1,000 in the asset ac- 
count? Or, under (a), should the extra 
provision of $1,000 be transferred to capi- 
tal surplus? I express no opinion, except 
that I hope never to encounter such a 
situation. 

Some persons with whom I have talked, 
and who have written on the subject, have 
undertaken to justify making provision for 
estimated replacement cost in excess of 
actual cost, without adjusting the asset 
account, on the ground that this is merely 
an extension of the LIFO principle which 
is freely applied to inventories nowadays 
with full acceptance as an accounting 
principle. I do not share this belief. After 
all, LIFO is merely one method of allocat- 
ing actual costs of purchases of goods to 
specific deliveries or consumption of such 
goods or of the products thereof: instead of 
assuming, for example, that the goods first 
acquired are first delivered, it is assumed 
that the goods last acquired are first de- 
livered. This method was devised as a 
means of recognizing the close relation- 
ships existing in some industries between 
costs and sales, especially where prices 
fluctuate widely. Unfortunately its use has 
been extended to some kinds of business 
for which it was not designed, largely be- 
cause of its effect upon taxes. Altogether, 
in this period of rising prices, the effect has 
no doubt been beneficial. But it cannot be 
denied that it is still a cost basis; we are not 
charging income with an amount that we 
estimate will have to be paid in the future 
as the replacement cost of the goods now 
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being sold,’ and the mere fact that the re- 
sidual inventory value is below the cost of 
replacement does not change the funda- 
mental basis of accounting for cost. Obvi- 
ously, in abstract theory, provision for 
replacement of property is similar to the 
LIFO method in that the aim in both of 
them is to match current costs with cur- 
rent sales prices. But I submit that the ac- 
complishment of such a purpose, even if 
desirable, is not practicable, especially 
without going all the way and adjusting 
the asset account, and that the conse- 
quences, in the long run, of attempting to 
produce such a result, by departing from a 
factual basis of accounting and resorting 
to a combination of fact and fancy, will be 
detrimental to the development of sound, 
reliable accounting. 

Iam sympathetic with business manage- 
ment in its plea that it should be able to 
keep its plant facilities intact without re- 
quiring the investment of new capital; that 
is, through earnings. My only point of dif- 
ference is that, in my opinion, earnings 
should be computed and reported on the 
cold, realistic, cost basis, and that such 
amount as the management may deem 
necessary from time to time to provide for 
the higher cost of replacement of property 
should be retained out of the earnings thus y 
indicated, either by the simple retention of 
surplus in excess of dividends or by the 
creation of a surplus reserve, as would be 
done with respect to other similar potential 
requirements, such as for the retirement of 
funded debt or preferred stock or for addi- 
tional working capital, which are not re- 
garded as constituting bases for provisional 
charges against income. 


1 Of course this may be done in an unusual situation 
where a company is on a LIFO basis and has experi- 
enced an involuntary liquidation of part of its base 
stock, with the result that costs are charged at an ab- 
normally low figure, and provision may then be made 
for ultimate replacement at an estimated higher figure. 
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SECOND NEGATIVE 


HOWARD C. GREER 


Whenever price levels undergo radical 
changes it becomes popular to criticize 
orthodox accounting on the ground that it 
records “‘merely” the changes in money 
capital, and not the changes in economic 
capital. Today this criticism is being 
leveled at depreciation charges, because 
they reflect ‘‘merely” an amortization of 
past money costs and not a provision for 
replacement of the assets at today’s or 
tomorrow’s costs. 

To meet this criticism it is proposed that 
this year’s income account shall be charged 
with an assumed pro rata share of the hy-. 
pothetical cost of replacing existing plant 
and equipment at taday’s price levels. Ac- 
countants are being told That their reports 
will be “unrealistic” if something of this 
sort is not done. 

Various arguments are advanced in sup- 
port of this view. It is contended by some 
that a business will not be able to replace 
its assets when they are worn out unless its 
depreciation charges are based on replace- 
ment costs. It is argued by others that 
prices will not be set sufficiently high un- 
less depreciation on today’s values is in- 
cluded as a cost component. It is com- 
plained by still others that profits will be 
over-stated if they are charged only with 
the costs incurred when the assets were 
purchased and not with the costs which 
would have been incurred had the assets 
been purchased today. 

This discussion illustrates the confusion 
into which accountants are readily thrown 
when critics point out that the figures in 
the income statement and balance sheet do 
not tell the whole story of the economic 
situation of the business. The authors of 
financial statements seem to feel that they 
must begin offering apologies and altering 
techniques whenever someone discovers 
some fact about a business which is not 


measured with unimpeachable accuracy in 
its annual report. 

The simple fact is that no single set of 
figures—prepared on any basis—can pos- 
sibly record all the varying measurements 
of past results and current position which 
can be applied by the economist, the engi- 
neer, the statistician, or the credit man. 
Almost every aspect of accounting permits 
of alternative bases of measurement. It is 
inherently impossible to incorporate all of 
them into any single set of statements. 
Some one must be selected as best repre- 
senting the factor of greatest significance. 

For example, income might be measured 
either in terms of orders accepted, or sales 
billed, or cash collected. The use of any one 
of these three measures in the income 
statement excludes the other two. It isn’t 
practical to measure income on all three 
bases at once. You have to make a choice. 

Is it a criticism of the income statement 
to say that it does not show cash collec- 
tions from sales? Most informed people 
think not. Where information on cash col- 
lections is highly significant the accountant 
may prepare a separate statement of cash 
receipts and disbursements. This should 
supplement, not replace, the income state- 
ment, which reports the sales billed to 
customers during the period. 

It would be confusing enough to have 
some companies report their income on a 
cash receipts basis while other similar 
enterprises reported theirs on an accrual 
basis. Think how confusing it would be if 
the same company reported this year on 
one basis, next year on another, and the 
following year on a mixture of the two. 
This is about what is now being proposed 
with reference to depreciation of fixed 
assets. 

The recognized function of depreciation 
charges is to assess against income, over a 
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period of time, the actual initial costs of 
the fixed assets employed. The deprecia- 
tion charge in any one accounting period is 
expected to represent a fraction of the 
initial cost proportionate to the service 
value expired during that period. 

The allocation of the cost to. the various 
periods covered by the service life of the 
assets is sometimes faulty, leading to pos- 
sibly unequal burdens on various portions 
of the aggregate production. The objec- 
tive, however, is reasonably clear—namely 
that the total charges against all periods 
combined shall be equal to the total of the 
initial investment in the property used. 

Valuable information is obtained from a 
series of accounts prepared in this manner. 
They tell the owner, the investor, the 
manager, and the public, something defi- 
nite, tangible, and significant. The figures 
show what was spent to acquire the assets, 
how much of the cost was absorbed in vari- 
ous periods, when the cost has been fully 
charged off, and how much is left to the 
owners in the way of a money return. 

This may not be the only thing that 
people want to know about the business, 
but it is one important thing that they 
certainly do want to know, and it should 
never be obscured by any amount of ac- 
counting hokus-pokus. This sort of ac- 
counting for fixed asset investments is akin 
to keeping track of your accounts receiv- 
able and accounts payable, and the bal- 
ance you have in the bank. It is money 
accounting. There may be other things you 
need to know, but they make these sample 
basic facts no less essential to an under- 
standing of your financial position. 

It is true that the dollar in the bank at 
the end of the year may buy less (or more) 
goods than it would have bought at the 
beginning of the year. It is still a dollar, 
and must be recorded as such. When we 
start keeping our bank accounts in terms 
of the purchasing power of the balances, 
we shall need something more than ac- 


countants to do the job. 

At bottom the demand for an inflation 
of depreciation charges during periods of 
rising prices (and for a corresponding de- 
flation in periods of depression) is not 
quite what it purports to be. What many 
business men and accountants really fear 
is not that their statements will distort the 
facts, but that they will give unscrupulous 
readers of the statement an opportunity to 
derive or spread imperfect conceptions of 
what is going on. 

Business men would welcome some de- 
vice introduced into financial statements 
which will produce a result that cannot be 
used against them in discussions of prices, 
wage rates, taxes, or profits. They would 
like to have the statements constitute both 
a measurement and an interpretation—the 
interpretation being favorable to the eco- 
nomic attitudes which they find inescapa- 
ble. 

Business men are oppressed by the fact 
that prices and profits look high in com- 
parison with the capital investments made 
some years ago when price levels were 
lower. They find themselves the targets of 
demands from workers for higher wages, 
demands from politicians for higher taxes, 
demands from consumers for lower prices, 
and demands from their organization for 
the renewal of depreciating plants and 
equipment. 

They sense the pressure to keep prices 
lower than is justified, to raise wages be- 
cause profit margins appear wide, to pay 
high taxes in support of enormous govern- 
ment expenditures, and they attribute 
these pressures to the figures which appear 
in their financial statements. They see no 
possible chance of accumulating enough 
capital out of earnings to restore their 
plants and equipment as they wear out. 
Thereupon they find fault with accounting 
procedures which subject them to these 
pressures. 

Those with a thorough appreciation of 
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the accounting mechanism, its uses and 
abuses, realize that there is no practical 
means of preventing money profits from 
looking high when today’s prices are up 
and yesterday’s costs were much lower. 
Any attempt to introduce hypothetical 
costs into the equation simply removes it 
entirely from the field of reality and trans- 
fers it into the realm of wishful thinking. 

There is no possibility of measuring with 
exactness what the services consumed to- 
day would have cost if all of them had been 
bought today, and the answer would be 
purely academic even if it could be found. 
That isn’t what happens in life. If you buy 
something today and sell it for more to- 
morrow you have more dollars than you 
started with, and that’s what accounting 
is supposed to disclose. You may not have 
enough more dollars to buy the same 


amount of goods tomorrow, but that’s 
another story. 

The correct solution of this problem lies 
in the education of the public in the prob- 
lems of business economics and the way in 
which they are affected by fluctuations in 
money values. This requires not a revision 
of accounting statements but a thorough- 
going exposition of their significance as 
stated. 

The business man and the economist 
must see that the facts are understood and 
the politicians and the labor leaders must 
learn to understand them. It is idle to rely 
on any supposed gains that may spring 
from befogging the issue. Manipulation of 
depreciation charges will merely cast doubt 
and discredit on the accountants’ state- 
ments, rather than make them carry con- 
viction to the uninitiated. 


THIRD NEGATIVE 


ERIC L. KOHLER 


Accountants are once again confronted 
with the changing prices of fixed assets and 
with the question of whether present ac- 
counting conventions are meeting the need 
for accurate reporting. Corporate profits 
are high, it is said, because of the narrow 
mentality of accountants: their passion for 
recording only transactions with outsiders 
has made them oblivious to all but re- 
corded costs, and their techniques do not 
permit them to translate recorded costs 
into costs of replacement. Hence, so the 
argument runs, depreciation has been 
understated and profits overstated. 

That most accountants have remained 
inflexible under the current wave of in- 
flation into which the American economy 
has been rapidly drifting is an uncontested 
fact; and it has occurred to no one but ac- 
countants themselves that it should be to 
their credit that they have recognized in 
soaring prices an unstable, temporary 


movement that can be reversed quickly 
and disastrously, just as similar move- 
ments were reversed in 1920 and 1929. In 
every period like the present, there are 
business prophets about who proclaim the 
permanency of the current price trend and 
the new and unprecedented era into which 
business enterprise has entered. But what 
will happen when supply meets demand? 
Will there be a widespread dumping of in- 
ventories and possibly a quicker recession 
than we have previously experienced? Will 
labor costs hold up prices? Who knows? In 
the meantime, what should the attitude of 
accountants be in the face of the demand 
for larger depreciation charges? 


Definitions 


Most of the proposals for increases in 
depreciation rates and expense call for 
modified definitions. The basic definitions 
supporting what until now has been re- 
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garded as standard depreciation practice 
may be stated thus: 


Depreciation. Expired utility: the loss of service 
yield from a fixed asset or fixed-asset group that 
cannot be restored by repairs or replacements of 
parts; caused by wear and tear (through use or 
disuse), obsolescence (progress of the arts), and 
inadequacy (unsuitability to the particular enter- 
prise). 

Depreciation base. The recorded cost of a fixed 
asset or fixed-asset group. 

Depreciation rate. A percentage which when ap- 
plied to the depreciation base will yield deprecia- 
tion expense for a year. If the “present standard 
of practice,” described below, is followed, the 
annual percentage rate will be 100 (c-s-r)/cy 
where c is the depreciation base, s the estimated 
net salvage, r the depreciation reserve, if any, at 
the beginning of the year, and y the estimated 
number of years of remaining useful life. 
Depreciation expense (=provision for deprecia- 
tion). The portion of the cost of a fixed asset or 
fixed-asset group charged against the operations 
of a given period; for a single year, the deprecia- 
tion base times the depreciation rate. 

Depreciation reserve (=accrued depreciation). 
Accumulated depreciation expense pertaining to 
an asset or asset groups: less, in the case of an 
asset retired from an asset group,the depreciation 
base of the asset, adjusted for net salvage. 


Depreciation Methods 


A summary of present and proposed 
standards of depreciation practice will be 
helpful before attempting to answer the 
question leading to this discussion. 

1. Present standard of practice. Today’s 
standard of practice in accounting for de- 
preciation—a standard which will doubt- 
less be resumed after the exceptions now 
being taken and about to be taken have 
run their course—is to follow the straight- 
line basis, applied as follows: 

(a) Assets are grouped into a few large classes 
such as “buildings,” “machinery,” “automotive 
equipment.” 

(b) An average annual rate is selected for each 
class, in line with rates established (1) for the in- 
dustry, such as those published by the Bureau of 
Internal Revenue in bulletin F, or (2) by past 
experience within the business. Occasionally, in 
limited-life ventures, or for assets having a known- 


in-advance short-term use, a higher rate may be 
required. 

(c) The rate is applied to the depreciation base 
at the beginning of the year, and half the rate to 
the net additions during the year, the resulting 
total is charged to depreciation expense and cred- 
ited to reserve for depreciation. 

(d) The cost of an asset retired, less the net 
salvage, is charged to the reserve. The group cost 
is not relieved of any item, regardless of its age, 
until retirement takes place. 

(e) The propriety of the balance in the reserve 
is tested by plant engineers by means of periodic 
inspections of the items making up the asset 
group, the purpose being to reestimate the remain- 
ing years of useful life for each unretired item 
and, by averaging, for the asset group as a whole. 
The depreciation rate, commencing with the cur- 
rent year, is then raised or lowered so that the 
remaining cost may be spread over the reesti- 
mated remaining years of useful life. 


There are, of course, many exceptions to 
this standard of practice. For example, 
lapsing schedules are in common use 
whereby the group cost is relieved of “fully 
depreciated” assets whether or not they 
have been retired from service. The weak- 
ness of lapsing schedules lies in the fact 
that the balance in the asset account is not 
a controlling figure and in some cases has 
been found to represent a serious over- or 
understatement of the assets actually in 
service. A further departure from accuracy 
results when, on the occasion of the physi- 
cal retirement of an asset, the asset cost is 
removed from the asset account, the de- 
preciation reserve is relieved of the amount 
accumulated because of the presence of 
that cost in the accounts over the years it 
has been in service, and the consequent 
“gain” or “loss” is carried to profit and 
loss. A depreciation rate, it should always 
be remembered, is a statistical average, 
and hence is applicable with accuracy only 
to an asset group, not to an individual 
asset; the statistical significance of the 
reserve is lost if all depreciable costs are 
not eventually absorbed by it. 

2. Immediate absorption of asset cost. A 
partial or complete expensing of the cost of 
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new fixed assets has recently been sug- 
gested as proper in view of the doubling of 
prices during the last few years. The pres- 
ent large profits now being earned by 
corporate enterprise, it is further suggested, 
cannot long continue; a recession in profits 
and prices must come. Why not, then, 
match a portion of the heavy costs now 
being incurred on new construction and 
equipment against temporarily swollen 
profits? By so doing, plant costs will be re- 
duced to something like their fair postin- 
flation levels, at which, in the not very 
distant future, business enterprise, re- 
luctantly perhaps, is going to have to 
compete; and practical use will also be 
made of inflated revenues. At the same 
time the accountant, if he bends an atten- 
tive ear, will hear this added urgent, but 
solto-voce argument from his client: we 
simply can’t justify our high rate of return 
on our investment to our workers (always, 
potentially at least, demanding an ever 
higher share of our gross revenues), the 
Bureau of Internal Revenue (in its fum- 
bling attempts to enforce section 102), and 
the public (clamoring for lower prices) un- 
less we find some application for these 
profits. 

Notwithstanding the motivation behind 
an immediate markdown of purchase price, 
this procedure can be justified on practical 
business grounds more readily than any 
that follow. In the first place, the excess 
acquisition cost can often be measured, 
not against a price index, but against prior 
construction or purchases of similar items. 
Again, the lower depreciation base created 
by the markdown may offer a competitive 
advantage to the business in later years 
when prices have receded and expenses 
must be minimized, without the necessity 
of further adjustments of the accounts. 
With demand levels high for all but a few 
products, consumers have no chance at 
present of applying the traditional eco- 
nomic control of selective purchasing ordi- 


narily available to them. Should the prac- 
tice of immediate markdown be generally 
followed, a more rapid and less painful re- 
turn in the direction of lower, competitive 
price levels would be encouraged. 

3. Increased depreciation rates. A tempo- 
rary increase of depreciation rates would 
have the same immediate effect as a partial 
writedown of costs, except that the depre- 
ciation method would likely spread the de- 
sired writedown over several years of high 
revenues; this would be followed by com- 
paratively low rates for the balance of 
service life. Advocates of this method see 
in it a better chance of adoption by the 
Congress as an amendment to the internal- 
revenue code, since it would involve only a 
“liberalization” of contemporary methods 
and would institute a gradual absorptive 
process—thus avoiding a “bunching” and 
consequent loss of Federal revenue in a 
single year. The sotto-voce argument here is 
that large depreciation charges can by this 
process be continued as long as the man- 
agement deems them expedient. As com- 
pared with the preceding method, this 
proposal is less desirable, since it involves 
a highly subjective determination and 
would doubtless be used by some simply as 
a manipulatory or profits-equalization de- 
vice; and the accountant, having once 
approved the procedure, would find diffi- 
culty in objecting to it at a later date. 

If depreciation of this type finds its way 
into income statements, accountants 
would do well to divide it into two parts: 
the portion resulting from the application 
of normal or preexisting rates; and the re- 
mainder, which should be designated as 
“policy depreciation” or ‘‘amortization” in 
order to distinguish it from the more usual 
kind. An explanation should accompany 
the latter item, indicating the method by 
which the excess rate has been determined. 

4. Reversal of accrued depreciation. A 
year ago the AIA committee on accounting 
procedure issued a bulletin (No. 27) deal- 
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ing with the reinstatement of costs of war- 
time facilities amortized under section 124 
of the internal-revenue code. The majority 
of the committee believed that corpora- 
tions desiring to restore such costs should 
be permitted to do so, but laid down no 
standards of procedure other than to re- 
mark in passing that because of excessive 
outlay, limited use, and the inability to 
deduct depreciation thereon for income- 
tax purposes, something less than cost-less- 
normal-depreciation would doubtless be 
justified. Six members of the committee 
dissented, in effect expressing the belief 
that hindsight was not a good basis for 
accounting, protesting the deduction of de- 
preciation twice on the same assets, and 
suggesting, as an alternative to the adjust- 
ment of the books, a footnote on the 
financial statements. 

It will not be many years before the as- 
senting members on the Institute’s com- 
mittee will be looking back on their con- 
clusions in bulletin 27 a little sadly. The 
omission from the bulletin of definable 
standards of procedure governing the de- 
termination of the cost to be restored and 
the amount of the depreciation reserve to 
be cut down bears evidence that (a) the 
implications of the bulletin were not per- 
ceived by its sponsors, (b) the bulletin was 
issued in haste, and (c) its conclusions were 
probably post-factum justifications of 
consents already given to clients in numer- 
ous cases. 

The plain implications of this bulletin, 
which will be further borne out by another 
bulletin from the same committee, now on 
the press, plumping for many types of 
surplus adjustments, is that similar argu- 
ments can be justifiably applied at any 
future date for increasing or decreasing de- 
preciation reserves, thereby making a 
mockery of present standards of deprecia- 
tion accounting. 

5. Writeups. The pressure on account- 
ants to approve writeups of assets acquired 


during the prewar period or at postwar 
bargain prices has now reached the com- 
pulsive stage. In a recent editorial in the 
Chicago Tribune headed ‘False Profits,” 
the statement is made that a corporation’s 
“profits are not as high as the published 
statistics show them to be... [and] the 
owners of corporations are clearly a whole 
lot worse off now than they were before the 
war.” The editorial then goes on to say: 
The Tribune recently wrote to the presidents 
of 25 leading corporations asking them how they 
were taking account of the advanced cost of re- 


placing facilities. We regret to find that American 
businessmen generally are... blind.... 


Perhaps it would have been more accurate 
to say that the average American business- 
man knows well the dangers of inflation 
and of unconservative accounting prac- 
tices, and that he remembers all too vividly 
how he wrote his assets up in the ’20’s and 
down again in the ’30’s. 

The Institute’s committee on account- 
ing procedure, in September, 1947, reacting 
possibly from its earlier position, pub- 
lished a statement aimed directly at the 
issue of writeups. On this occasion, the 
committee recognized the need of objec- 
tive standards of valuation which it ac- 
knowledged to be depreciated cost, and 
disapproved not only increases in the de- 
preciation base through the recording of 
appraisals, but also “writedowns of plant 
costs by charges against current income in 
amounts believed to represent excessive or 
abnormal costs occasioned by current 
price levels.” It reaffirmed the present 
standard of providing depreciation ‘“‘on a 
systematic basis related to economic use- 
fulness.” The committee suggested the 
creation of earned-surplus reserves roughly 
equivalent to the estimated additional 
costs of replacement. However, it is not 
likely that the committee will hold out 
much longer against the pressure now be- 
ing applied by business groups in an effort 
to inflate the depreciation base and thus 
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support, partially at least, current prices 
and profits. The committee’s efforts, de- 
voted as they must be to the support of the 
acts of practitioners, will undoubtedly be 
rallied to the cause of expressing “‘eco- 
nomic realities,” and will thus be turned, 
in the very near future, toward the devis- 
ing of ways and means of giving expression 
to “present values.” 

Another inflationary gesture to which 
considerable attention has recently been 
devoted is to record writeups through re- 
capitalization or “quasi reorganization” 
without change in stockholders. Thus, by 
an action equivalent to the establishing of 
a new corporation, a purely technical ad- 
vantage would be taken of the accounting 
rule that in the case of a new or “‘recapital- 
ized” corporation the valuation of assets 
paid in would be their “market” or “re- 
placement”’ value which obviously, at to- 
day’s prices, would be above their original 
cost. 


Finding a Solution 


A persistent difficulty experienced by all 
accountants is the misunderstanding on 
the part of the public of the meaning and 
purpose of depreciation and the deprecia- 
tion reserve. If useful asset life did not 
extend beyond the conventional account- 
ing period, the difficulty would not be en- 
countered. But since it does, asset cost be- 
comes a prepaid expense and the reserve a 
cost-absorption account maintained solely 
for the purpose of preserving a record of 
original cost. Part of the confusion can be 
attributed to the fact that whenever the 
current provision for depreciation exceeds 
in amount the current outlay for replace- 
ments and expanded facilities, an increase 
in working capital is likely to be noted. 
This increase can be utilized for the pur- 
chase of new plant and equipment; hence 
it is thought that if depreciation provisions 
can be increased, more working capital will 
be available for that purpose. But working 


capital is built up from retained gross 
revenues, whether in the form of an ad- 
dition to the depreciation reserve or re- 
tained net profit. An increase in the one 
causes a decrease in the other, without 
changing their total. 

In short, depreciation expense is simply 
the result of allocating a past cost, and no 
increase in working capital directly results 
from an increase in a depreciation pro- 
vision. Accountants should point out more 
often than they do that present high profits 
are simply the endproducts of inflation, 
and are in no sense the result of the in- 
creased cost of plant replacements. The 
profits now being reported are, indeed, real 
and are represented in the normal case by 
increases in cash and other items of work- 
ing capital. 

It is curious, indeed, that some account- 
ants have mounted the bandwagon of in- 
flation and join with the Tribune and other 
apologists for high prices in the hue and 
cry concerning the “unreality” of reported 
business profits. Of all persons concerned 
with business enterprise, they at least 
should know that there is no connection 
between future estimates of fixed-asset 
costs of replacement and current prices, 
especially in those cases where working 
capital is already more than ample for any 
replacement or asset-extension program. 
They persist in believing that mysterious, 
inexorable, but on the whole beneficent 
economic forces are operating that some- 
how immediately transmute future costs 
into present costs. Yet economists, pre- 
sumably writing in periods of stable prices, 
have always pointed out that while prices 
are rising, production costs lag behind, 
with swollen profits as the joint product. 
Accountants should recognize, as many of 
them of course do, that men’s minds as 
well as prices are infected by inflationary 
movements. 

A closely allied difficulty lies in the wor- 
ship of the average. This cult finds expres- 


\ 
a 
1 
1 
ic 
it 
in 
r 
nt | 
at 
a 
ly 
al 
ot 
ut 
| 
1uS | 
( 


136 The Accounting Review 


sion in many ways in business and its 
acceptance is revealed by those who assert 
that index numbers should be made use of 
by accountants, as, for example, in “valu- 
ing” fixed assets, without recognizing that 
if the highly individual but usually reason- 
able conditions attaching to a particular 
business are given effect, the index number 
will be found to work back to and very 
likely justify existing book records of asset 
cost and the continued use of recorded cost 
as the depreciation base. 

Finally in the list of obstacles to good 
accounting is the misconception, often 
entertained, and blindly fostered by many 
accountants, that an income statement 
should reflect earning power or be confined 
to “current operating performance.” By 
moving depreciation expense up or down, 
according to predilections of the moment, 
a more accurate earning power or operating 
performance is said to be reflected in the 
net result. A good deal of mumbo-jumbo 
necessarily attaches to the process, for 
to them earning power or operating per- 
formance is a nebulous thing, visible only 
to initiates such as forceful corporate 
managements and accountants of discern- 
ment. Of course, no one denies that an 
income statement is related to earning 
power, but to any conclusions that may be 
drawn from it must be added and sub- 
tracted many facts and conditions which 
the accounts cannot possibly reflect and 
which may be unknown to anyone at the 
time the statement is drafted. Adjusting 
the depreciation provision upward, how- 
ever, can have no conceivable effect on any 
reader’s concept of earning power. 

Consideration of these factors and con- 


ceptions leads to the following conclusions: 


(1) Original cost should be retained as the 
depreciation base, until, as the Institute commit- 
tee suggests, “‘a stable price level would make it 
practicable (if ever) for business as a whole to 
make the change at the same time.” 

(2) Depreciation rates should be straight-line 
rates, and future rates should be altered, where 
necessary, following periodic reestimates of useful 
life. 

(3) Once depreciation or amortization or an 
asset markdown has been reflected in expense as 
the result of an orderly determination, it should 
not be amended at a later date simply because 
hindsight is believed to be more accurate than 
foresight. Rather, reliance should be placed on 
explanations accompanying financial statements, 
informing the reader that the current provision 
for depreciation is less than it would have been 
under circumstances other than the actual as it 
may seem worth while describing. 

(4) An immediate partial writedown of the 
cost of an asset purchased under conditions of 
inflated prices may under some circumstances be 
justified. The basis and amount of the writedown 
should be plainly indicated in published financial 
statements. 

(5) A reserve may be created out of earned 
surplus, and appear as a subdivision of earned 
surplus on the balance sheet, reflecting an esti- 
mate of the excess of replacement cost over re- 
corded cost; in most situations this will be found 
to be an adequate substitute for any modification 
that would otherwise be made in the income state- 
ment by depreciating the replacement excess. 
However, a courageous management needs no 
such device as an earned-surplus reserve; it can 
inform its stockholders, with a simplicity that 
should prove refreshing in these times, that earned 
surplus and working capital are being retained in 
the business so that future additions to and 
replacements of fixed assets may be purchased 
without having to borrow money. 


What has become of the management 
that can produce such an old-fashioned 
statement? 


the 
bus 
rec 
hig 
son 
cau 
cre 
SO 
boc 
lar 
inv 
ren 
pro 
vie 
of 
ch 
rela 
in 
the 
1 
coun 
p 
| 
pric 
the 
the 
Rese 
| 1 
1 
D 
\ 


ADAPTATIONS TO PRICE-LEVEL 
CHANGES 


MAvRICE MOONITZ* 


record-high profits and a rapidly ad- 

vancing price-level has commanded 
the attention, among other groups, of 
businessmen and accountants. To judge by 
recent comments and pronouncements, the 
high level of reported profits is held by 
some to be inaccurate and misleading be- 
cause an increasing price level means in- 
creasing replacement costs. ‘‘Real’’ profits, 
so it is maintained, are much less than the 
“paper” profits emerging from the account 
books because accounting profits must in 
large part be reinvested in higher-priced 
inventories and fixed assets, thereby 
rendering a substantial portion of these 
profits unavailable for distribution.? In 
view of these developments, a discussion 
of possible adaptations to price-level 
changes is in order. The present discussion 
relates to business units, not to individuals 
in their capacity as ultimate consumers; 
therefore the adaptations under review 


T= SIMULTANEOUS appearance of 


1On fixed assets, see, for example, Journal of Ac- 
countancy, 84, No. 4 (October, 1947); 

pp. 265-66: “‘Depreciation and inflation” (editorial). 

289-90: ‘Appropriation, not charges, recom- 
mended to cover inflated replacement 
cost” (a special statement by the Com- 
mittee on Accounting Procedure of the 
American Institute of Accountants). 

333-36: “Replacement and excess construction 
costs” (Current Accounting Problems 
Department, C. G. Blough, editor). 

On inventories, see E. C. King, “What the SEC re- 
quires in financial statements filed with 
the Commission,” ibid, No. 5 (Novem- 
ber, 1947): 377-84, at page 380. 

2 A rough picture of the movement of the domestic 
price-level may be obtained from the following data on 
the wholesale prices of all commodities, as compiled by 
the Bureau of Labor Statistics and reported in Federal 
Reserve Bulletin, 33, no. 12 (December, 1947): 1544: 

(1926 equals 100) 


105.8 
140.9 
Week ended November 29, 1947......... 159.8 


are those relevant to a rational accounting 
for business activities. 

Current discussions of the subject reveal 
a concern with two separate problems 
which may be put in the form of questions: 

(1) Is the present rapid price rise a movement 
to a new, higher plateau of prices, a plateau which 
will be maintained for at least a generation into 
the future? 

(2) Is the present rapid price rise a charac- 
teristic of the prosperity or expansion phase of a 
business cycle of relatively short duration (say 
five years, or less), a phase which will be succeeded 
by a depression with a price decline of approxi- 
mately equal magnitude? 


The first question implies that the 
price structure is now absorbing the effects 
of the infusion into the economy in recent 
years of huge amounts of money, and that 
the adjustment, once worked out, will 
serve as a new base of reference for all 
financial calculations. The second question 
implies that there are “self-correcting” 
forces at work which make current prices 
highly tentative and the subject of rela- 
tively substantial reductions in the near 
future. The issue at hand is made more 
complex by the probability that the cur- 
rent price movement is compounded of 
both elements—a secular or long-run 
element, and a cyclical or short-term one. 
The probable dual nature of the price rise 
does not lessen, however, the usefulness of 
a distinction between the two elements. 
Since they follow different patterns, the 
problems they create are probably differ- 
ent, and so, in all likelihood, are the adap- 
tations to be made to them. Accordingly, 
this discussion is carried on under two 
main headings, (1) the effects of a move- 
ment to a permanently higher price-level, 
and (2) the effects of a cyclical rise in price. 
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A PERMANENTLY HIGHER PRICE LEVEL 


If the change to a new price level were 
accomplished instantaneously, and with 
equal effect on all prices and contracts, no 
accounting problem of special difficulty 
would thereby be created. Assume, for ex- 
ample, that by decree the supply of money 
in the hands of each holder of cash was 
doubled; at the same time the price of 
every service and commodity was doubled 
(including all contracts running in money 
terms), and that satisfactory assurance 
was forthcoming that no more such 
changes would be made for at least a 
generation. Under these conditions, the 
monetary valuations attached to all assets, 
debts, capital stock accounts, etc., would 
be doubled, and no further special difficul- 
ties would arise. 

The path of a monetary inflation in the 
real world, however, differs from the model 
presented above in at least three important 
respects: 

(1) The level at which prices will stabilize is 
ordinarily not known in advance. “Stability” 
is to be interpreted realistically, that is to say, 
absolute, inflexible stability is not a prerequisite 
of a satisfactory adjustment; what is needed is 
rcasonable assurance that a level of prices has 
been attained about which further changes in 
prices will oscillate. Furthermore, a slow gradual 
secular rise or decline will usually not create diffi- 
culties so great that major accounting adjust- 
ments need be made. 

(2) The process of adjustment takes time, 
covering several accounting periods, thereby 
creating the problem of a proper interpretation 
of periodic operating reports and interim balance 
sheets. 

(3) The effect of an inflation is not uniform 
with respect to all prices and contracts. Even 
though the price level should stabilize at twice 
the pre-war level, for example, extremely wide 
variations in the extent of change in individual 
prices will be present. This lack of uniformity 
renders suspect the use of broad general averages 
when applied to a single business unit. 


During the period of transition from one 
price level to another, then, uncertainty 
exists as to how far the movement is going, 


how long it will take, and what its effect 
will be on the specific assets, debts, and 
earning power of a business unit. As a 
result it is not surprising to find sharp 
disagreement on the accounting level as to 
the proper steps to be taken. The following 
comments by J. B. Canning are of interest 
in this connection: 

Certain portions of the problem of valuation 
will have to be omitted, not because the account- 
ant is not interested in them, not because he is not 
free to consider them, but because he cannot pos- 
sibly obtain the data requisite for their consider- 
ation at the time he requires them. Accountants 
are fully aware of the difference between “dollar 
accounting” and a conceivable ‘purchasing 
power accounting,”’ and would prefer, just as the 
economists do, a purchasing power accounting. 
But the adjustment data can never become avail- 
able at the time records are originally made, nor 
do they become available in time for report-mak- 
ing. Whether or not it would pay to make such an 
accounting currently, is doubtful; but the cumula- 
tive effect of a depreciating currency upon valua- 
tions of long-lived assets and debts may be such as 
to require partial readjustments at relatively long 
intervals.’ 


The following paragraphs consider cer- 
tain specific points raised by the foregoing 
considerations. 


The effect of borrowed capital 


One well-known effect of an inflation is 
to reduce the burden of fixed debt. Since 
a bond issue, for example, involves a series 
of promises to pay fixed amounts of 
dollars, it becomes progressively easier for 
a borrower to make the specified payments 
out of the increased volume of dollars re- 
ceived from current sales. Apparently, 
then, a company financed in large part by 
fixed debt has a substantial hedge against 
the effect of an inflation, since the credi- 
tors are being repaid in a depreciating cur- 
rency. However, an effective hedge is 
obtained only if the company operates 
continuously on borrowed funds, increas- 


3 Economics of Accountancy, (New York, 1929): 
196-7. 
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ing its borrowings as assets need replace- 
ment at the higher price level. If the 
company repays the debt in full, thereby 
in effect substituting equity capital for 
borrowed capital, the hedge is illusory, 
since the company must look to equity 
capital (perhaps in the form of “undivided 
profits”) in order to finance the purchase of 
higher-priced assets. Only if the concern is 
liquidated at the date of repayment of the 
loan have the owners hedged through re- 
ceipt of revenue at current prices with no 
ofisetting loss of capital investment. 

The possibility of an effective hedge 
against inflation through permanent debt- 
financing would lead us to expect an in- 
crease in this type of financing if the price 
level continues to rise. Undoubtedly such a 
tendency will emerge, but it should be 
remembered that creditors as a class will 
not knowingly absorb the losses inherent 
in a depreciating currency. If creditors ex- 
pect the inflation to be relatively perma- 
nent, they will exact sharply increased 
interest rates to offset anticipated loss of 
principal; if they expect a temporary in- 
flation, to be followed by a substantial de- 
flation, they undoubtedly will lend on rela- 
tively favorable terms. The condition 
which will provide a brisk market for 
long-term loans is a sharp divergence of 
opinion, with borrowers relying on con- 
tinued inflation and lenders on ultimate 
substantial deflation. 

In general, those items representing a 
debtor-creditor relationship need no ad- 
justment in the accounts. The purely finan- 
cial items are either already in the form of 
current dollars (e.g., cash) or payable in 
dollars which are current on the due date 
(e.g., receivables, payables, long-term 
debt). Under existing legal rules, no 
money-creditor is entitled to receive any- 
thing other than current dollars, no money- 
debtor may be compelled to pay in any 
other medium.‘ 

On the other hand, inventories and tan- 
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gible fixed assets, representing the “real 
capital” of a concern, are not reflections of 
a debtor-creditor relationship, but instead 
are composed of separable elements need- 
ing replacement in order to maintain the 
flow of revenue. In an inflation, the num- 
ber of dollars of investment needed to 
maintain the flow of revenue may ordi- 
narily be expected to increase. In brief, the 
problem of inflation, as it touches on ac- 
counting procedures, is the problem of a 
rational accounting for inventories and 
tangible fixed assets. 


The use of index numbers 


Of the proposals made for meeting the 
problem of a depreciating currency, one 
of the most persistent and apparently 
most attractive methods is through the use 
of some index number of the general price 
level.® Despite continued interest in this 
device, it must be rejected as irrelevant to 
the accounting problems of a business con- 
cern. 

The fundamental objection to the use of 
index numbers as a means of adjusting the 
accounts is that they are based on a pur- 
chasing-power approach. This approach 
may be the result of a confusion between 
two functions of money, its use as a 
medium of exchange (purchasing-power) 
on the one hand, and its use as a common 
denominator or standard of value on the 
other. Whatever the reason for the pur- 
chasing-power approach, however, it must 
be recognized that except for cash, current 
receivables, and marketable securities, the 
assets of a business concern do not repre- 


‘The fate of the gold clause in contracts in the 
United States is well-known. The gold clause in France 
apparently had a similar history in the early 1920's. 
See L. Thomas, La Tenue Des Comptabilités En 
Période d’Instabilité Monétaire, (Paris, 1927): 13. 

5 The best known advocate of this method in the 
United States is H. W. Sweeney. See his Stabilized 
Accounting (New York, 1936) especially chapter 2. 
“How stabilized accounting corrects ordinary account- 
ing,”’ chapter 3, “Stabilization based on replacement 
cost,” and chapter 8, “Answers to objections against 
stabilized accounting.’ 
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sent a pool of purchasing power available 
currently either to itself or to its owners; at 
most the bulk of the assets represents a 
pool of capital invested for the purpose of 
obtaining future consumption income. In- 
dividual consumers may disinvest and con- 
sume all or part of their resources, but not 
a going concern. 

A business concern is not a consumer, as 
that term is used in connection with nat- 
ural persons. A business concern is, among 
other things, an instrument for prying a 
stream of revenues out of the economic sys- 
tem for the benefit of the owners of the 
business. From the private, acquisitive 
point of view the important element is the 
revenue stream; a business gains or loses in 
value as that stream is augmented or di- 
minished. Whether real capital is increased 
or decreased in the process is a matter of 
relative indifference to the owners (as con- 
trasted with the community as a whole) as 
long as the stream of revenues is main- 
tained at a satisfactory level. In brief, it is 
the financial, not the real aspect of inven- 
tories and fixed assets which is relevant to 
the business community and hence to ac- 
countants. 

No indictment of index numbers as such 
is here intended. Their use by the statisti- 
cians of national wealth and income is emi- 
nently proper since their objective is the 
measurement of certain broad social aggre- 
gates; their use by economic historians is of 
undoubted value because their purpose is 
the portrayal of the movement of complex 
economic forces by means of a relatively 
compact, easily assimilated device; their 
use by an individual investor in his ca- 
pacity as a consumer cannot be questioned, 
since he may and many times does disin- 
vest in order to consume the proceeds. All 
that is being asserted here is the lack of 
relevance of a purchasing-power for the 
problems of modern business activity. As 
Bonar observed a half-century ago 


... there is no need to assume that, because the 


desires of human beings are unlimited, their de- 
sires for tangible goods must be so. The expansion 
in men’s conception of “‘necessaries”’ often falls 
behind the growth of their resources, though there 
is undoubtedly a tendency for the former to over- 
take the latter. The idea of insatiable desire for 
tangible goods seems inconsistent with the exist- 
ence of a class of capitalists. Capitalists prefer 
a limited satisfaction secured for a long time to 
an indefinitely greater satisfaction in the present. 

It might be answered that when they are rich 
enough to secure both they will not fail to do so, 
But we see as a rule that men who have made 
money in business are not great spenders of it in 
the present, and have often no other notion of 
spending it than to make new businesses to bring 
them in future returns.® 


It should, nevertheless, be recognized 
that most other objections to index num- 
bers will not bear up under analysis. For 
example, the argument that they are im- 
perfect as measures of change is merely an 
argument for removing the imperfections; 
the argument that they are broad averages 
can be met by prescribing the construction 
of index numbers of more specific applica- 
bility. It should also be remembered that 
we are deeply indebted to those who have 
pioneered in the field of the application of 
index numbers to accounting data. They 
have set forth the manner in which the ad- 
justments may be made in those cases 
where their application is warranted. They 
have also demonstrated conclusively that 
these adjustments are “ practical,” that is 
to say, they may be made with a reasonable 
expenditure of time and effort, and without 
disturbing the underlying accounts kept on 
a conventional dollar-cost basis. Despite 
these virtues, the conclusion cannot be es- 
caped that stabilization of accounting 
through purchasing-power indexes is not 
so much a technique for improving defec- 
tive procedures as it is a plea for a revision 
in the fundamental nature of business 
activity. 

The rejection of indexes of purchasing 


J. Bonar, Philosophy and Political Economy, 
(London and New York, 1893) : 222. 
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power as a method of correction is not to 
be construed as a denial of the real problem 
created by a yardstick which is continually 
changing in size. The instability of the 
common denominator in terms of which 
every accounting entry is couched has not, 
of course, gone unrecognized. For example, 
the Accountants’ Handbook states that: 


In business practice, and in legal rulings affect- 
ing and interpreting business practice, virtually 
no consideration has been given to the problem 
of changes in the value of money, although it is 
obvious that dollar income, however carefully 
determined, does not always coincide with, or 
even approximate, real income.’ 


Some comments by Veblen are also of 
interest in this connection: 


... among the securely known facts of psy- 
chology, as touches the conduct of business, is 
the ingrained persuasion that the money unit is 
stable.... This persuasion or presumption pre- 
vails wherever the price-system has fully gone 
into effect. It may fairly be called the spiritual 
precipitate of the price-system. It affects not 
only the business men, properly speaking, but the 
underlying population as well. It is known not to 
accord with fact, but still it remains a principle 
of conduct. It has something like an instinctive 
force, or perhaps rather, it is something like a 
tropismatic reaction, in that the presumption is 
acted on even when it is known to be misleading. 
And it is a necessary assumption in business, since 
business is necessarily done in terms of price; so 
that money values unavoidably constitute the 
base-line to which transactions are finally re- 
ferred, and by measurements upon which they are 
ultimately checked, controlled, adjusted, and 
accounted for.§ 


Inventories 


The circulation of money-capital 
through a business enterprise involves 
three steps, namely, investment in an asset, 
recovery of the investment (augmented 
normally by a profit margin) through reve- 
nues derived from the sale or use of the 


’ Third Edition. W. A. Paton, Editor, (New York, 
Ronald Press Co. 1943): 159. 

*T. Veblen, Absentee Ownership and Business Enter- 
prise in Recent Times, (New York, 1923): 179, 


asset, and reinvestment in additional as- 
sets. In the case of inventories the whole 
process is usually completed in a relatively 
short space of time, whereas the turnover 
period for fixed assets is typically longer. 
In either case, however, the emergence of 
revenues restores a business to a liquid 
position, thereby permitting management 
to shift, if necessary, the precise form of 
the investment. 

The ability to modify continuously the 
composition of its assets carries with it the 
ability to make adjustments continuously 
to altered conditions in the economic sys- 
tem. One obvious example of these adjust- 
ments is the set of decisions concerning the 
rate of output of the various products of 
the business. Thus, investment in inven- 
tories may be increased if the outlook for 
continued sales at high prices is bright; it 
may be decreased if the outlook is less 
promising. Few businesses are rigidly com- 
mitted to a given rate of activity over any 
considerable period of time; therefore, 
protestations that a given level of invest- 
ment in inventories is an absolute necessity 
must be viewed with suspicion. 

Nevertheless it is true in an inflationary 
period that an increasing dollar invest- 
ment is required to sustain any given level 
of activity in inventories. Ideally, at any 
point of time, we should like to know what 
investment is necessary to sustain indefi- 
nitely into the future the level of activity 
actually attained. As an operating problem 
such knowledge is simply not available. On 
the accounting level, however, an approxi- 
mation may be obtained by a modification 
of a technique already available.° 

This technique of ‘“‘costing out’ inven- 
tory calls for a charge to current operations 
on a current cost basis (as under last-in, 
first-out), a credit to inventories on a his- 
torical cost basis (as in first-in, first-out), 
with a credit, in the presence of increases 


°C. F. Schlatter, Cost Accounting, (New York 
1947) : 630-37. 
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in price, to capital, not surplus, for the 
difference. The characteristics of this 
method may be summarized as follows: 


(1) Current operations are recorded substan- 
tially in terms of current prices. 

(2) Inventories remain valued at substan- 
tially current prices, thereby automatically reflect- 
ing the increased investment. 

(3) The credit to capital reflects the increased 
dollar investment occasioned by the permanent 
rise in the unit price of the inventory. Clearly, 
this credit should not be merged in formal fashion 
with stated capital until appropriate corporate 
action is taken; it should be distinctively labeled, 
however, and associated with the other capital 
items on the balance sheet. 

(4) The adjustment through capital account is 
based upon completed transactions of each sepa- 


rate business unit, and assumes only the probable” 


indefinite continuance of the higher level of 
prices. The reliance upon completed transactions 
as a measure of the required adjustment will over- 
come the alleged lack of “objectivity” in other 
methods. 


It should be observed that this proce- 
dure assumes that increased prices are a 
function of the monetary factors associ- 
ated with a movement to a permanently 
higher price-level. Where such a movement 
has occurred, no profit has been realized or 
ever will be (unless the “permanently” 
higher price level moves downward), and 
none should be reflected. 

A case reported recently is of special in- 
terest in this connection because the ap- 
proach employed seems to invert com- 
pletely the proper analysis of the situation 
involved .*° In this instance, the price of 
certain raw materials advanced spectacu- 
larly to 35 cents a pound after repeal of 
OPA, with an anticipated drop sometime 
in the near future to a probable new stabi- 
lized price of 22 cents a pound. The antici- 
pated new stabilized price is considerably 
above the OPA ceiling price. A reserve for 
inventory losses was established by charges 
to current operations, based on the differ- 


10 Reported by E. C. King, op. cit. Journal of Ac- 
countancy, 84, No. 5 (November, 1947): 80. 


ence between the current price of 35 cents 
and the expected stabilized price of 22 
cents. The difference between OPA price 
and 22 cents is apparently reflected as a 
realized profit. 

Let us assume that the calculation of the 
new stabilized price (22 cents a pound) will 
turn out to be correct. In that case, the 
difference between OPA price and 22 cents 
represents additional capital invested, and 
not profit, and can never be “realized” un- 
til and unless the stabilized price drops 
below 22 cents. The amount which the 
company proposed to reserve, that is, the 
13-cent a pound differential between cur- 
rent and stabilized price, is a speculative 
profit realizable by sale at present price 
levels. True, this profit may be offset by 
losses if the company’s management is 
caught in a price drop with heavy hold- 
ings, but if that happens the loss should be 
recorded in the period of price decline in 
order to reflect properly the record of man- 
agement’s activities. In terms of the en- 
tries sketched above, the company should 
have credited “capital” on the upswing for 
the differential between current prices and 
actual cost up to the point where current 
prices reached 22 cents. Beyond that level, 
the credit becomes part of earnings, labeled 
perhaps speculative or windfall profits or, 
more accurately, gain from termination of 
price controls. 

With respect to a thoroughgoing use of 
last-in, first-out, no purpose would be 
served by repeating the extended debate 
over its merits and shortcomings. It should 
be obvious, however, that LIFO can 
never refute the charge that it has rein- 
troduced secret reserves into American fi- 
nancial practice under the sanction of a 
generally accepted accounting principle. If 
the price level is rising to a new permanent 
level, the inventory valuations of concerns 
now on LIFO will become more absurd 
than ever. It requires no special gift of 
prophecy to predict that the accounting 
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profession will have ample reason to regret 
its acceptance of such a patchwork expedi- 
ent as LIFO. 


Fixed assets and technological change 


If specific units of fixed assets were al- 
ways to be replaced in kind, the problem of 
recognizing the effects of a depreciating 
standard of value during the transition 
period to the higher price level could be 
dealt with by reliance on replacement 
costs. Under these conditions, current 
charges for depreciation would be based on 
current costs of identical facilities, with a 
corresponding credit to allowance for de- 
preciation. In addition the asset would be 
restated upward to current replacement 
cost new, with a corresponding credit to 
capital. The understatement of the allow- 
ance for depreciation resulting from past 
depreciation taken on a lower basis would 
be corrected by transfers from earned sur- 
plus to capital. The term “reserve for in- 
creased replacement costs of fixed assets” 
could appropriately be used for the credit, 
provided it was associated closely with 
other capital components in the balance 
sheet, and not confused with “appraisal 
surplus.” After the new stabilized price 
level had been reached, the reserve could 
be formally capitalized by a stock dividend 
or other appropriate technique. 

Although apparently similar in princi- 
ple, the fixed asset problem cannot be 
dealt with as inventories were in the pre- 
ceding section, namely by charges to oper- 
ations on a current cost basis, credits to 
allowance for depreciation on a historical- 
cost basis, and credits for the difference to 
capital. It will be recalled that this tech- 
nique applied to inventories left a balance- 
sheet amount which, except for extremely 
slow-moving items, approximated current 
replacement costs. No similar result may 
be expected when applied to fixed assets, 
except those of relatively short life. To 
avoid the creation of secret reserves in con- 


nection with fixed assets, an adjustment 
to replacement cost is necessary, as out- 
lined in the preceding paragraph. 

The foregoing discussion is pertinent to 
a situation in which specific components 
of fixed assets are to be replaced in kind. 
Considerable empirical evidence exists, 
however, to indicate that because of rapid 
technological change a substantial segment 
of these assets are never so replaced.” 
Rapid changes in methods, materials, and 
equipment have a varying impact on differ- 
ent industries and different firms. The risk 
of obsolescence springs from uncertainty as 
to the direction, extent, and timing of the 
innovations which everyone expects to be 
forthcoming. One effect of prospective 
technical changes in a context of uncer- 
tainty is to weaken considerably the use- 
fulness of current or even prospective re- 
placement costs as a measure of the re- 
quirements for maintaining existing plant 
and equipment. It is true that replacement 
in the broad sense will take place, that is to 
say, as facilities are retired they will be re- 
placed in some form or other, ideally in that 
form which, at the time, gives the best 
prospect of maintaining or increasing the 
ability of plant and equipment to produce 
saleable output. The difficulty, however, 
is that no readily available measure exists 
of the probable size of dollar outlay neces- 
sary for that purpose. For example, it is 
conceivable (though not necessarily highly 
probable) that by the time considerable 
replacements are made, new developments 
will have occurred—developments which 
despite considerable general price rises will 
make possible maintenance of earning ca- 
pacity at a dollar outlay no larger than 
that required, say, five years ago. In such 
an eventuality, technological change will 
have provided a hedge against a depreciat- 
ing currency. The presence in our society 

1 For a brief summary of the evidence on this point, 
see M. Moonitz, “The risk of obsolescence and the im- 


portance of the rate of interest,” Journal of Political 
Economy, 51, No. 4 (August, 1943) : 348-55. 
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of a dynamic technology makes it impossi- 
ble to frame even a formally satisfactory 
solution to the problem. Each case must be 
judged on its merits, cold comfort indeed 
for those who need or require rules and 
formulas to guide their footsteps. 


Increased price-level versus increased value 


The difficulties of distinguishing be- 
tween a mere change in the standard of 
value and an increase in value must be 
recognized. It is a commonplace of eco- 
nomics that if all prices change propor- 
tionately, no changes occur in the values of 
specific items. Value is an attribute of one 
item in comparison with all others (or with 
some common standard to which all may 
be referred); it is not an attribute of the 
price of all items considered together. For 
example, if a tract of land cost $10,000 
some years ago and is now quoted at 
$20,000, additional data must be had to de- 
termine the significance of the change. If 
all other prices have also doubled, no real 
change has occurred except in the method 
of expressing the valuation of the land. If 
on the other hand, no general change in 
prices has occurred, but the land has 
appreciated because of community de- 
velopment, the owner has benefited. The 
former case is typical of the situations re- 
ferred to in the preceding discussion. The 
latter case is apparently typical of the con- 
ventional “appraisal increase” situation; 
if the appraisal increase is recorded, the 
credit must go to a surplus from appraisal, 
not to capital as in the former case.” If, 
in the latter case, the property is sold at 
the higher price, a true profit has emerged 
and earned surplus is properly increased for 
the gain realized. 

In some measure at least, resistance to 


22 Consideration of “appraisal surplus” is found in 
many standard accounting works. For one detailed 
analysis of the accounting treatment when surplus is 
credited, see W. A. Paton, Advanced Accounting (New 
York, 1941): chapter 15, “Recording effects of ap- 
praisals.”? 


the restatement of accounts in the face of 
a depreciating standard of value may be 
attributed to a general reluctance to reflect 
appraisal surplus, an unrealized profit ele- 
ment, in the financial statements. A 
proper analysis of the situation is un- 
doubtedly difficult, but when made will 
probably reveal the presence of both ap- 
praisal surplus and a capital adjustment. 


Reconciliation with the cost rule 


The underlying principle of the conven- 
tional rule that inventory and fixed asset 
valuations are to be based on cost, with 
deviations therefrom requiring special 
justification and disclosure, need not be 
abandoned. An investment of $20,000 in 
fixed assets after prices have doubled is 
identical with a similar investment of 
$10,000 prior to the price increase. Pro- 
vided care is taken to exclude the increase 
of $10,000 from income and from surplus 
elements, the principle of nonrecognition of 
profit prior to consummation of a transac- 
tion with outsiders is preserved. The capi- 
tal adjustment of $10,000 necessary to re- 
flect the new price level is a nominal 
change arising out of a shrinkage in the 
measuring rod of cost, not a change related 
or associated with the results of business 
operations. 


Financial statements in the transition 


During the process of transition from 
one price level to another, the propriety of 
presenting comparative financial state- 
ments becomes questionable. Since each 
year’s results may be computed, in certain 
important respects, on a unique basis, 
comparison of results in terms of current 
dollars with those of the preceding year, 
for example, may well be more misleading 
than helpful. Until the new price level is 
established, a common dollar-basis of com- 
parison is lacking. Index numbers relying 
on a purchasing-power concept are not 
acceptable, as discussed above; the devel- 
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opment of other types of index numbers 
may solve the problem, but at present 
these other types are not available. 

As a transition measure, however, famil- 
iar devices of financial statement analysis 
may be employed. The reference here is 
primarily to the use of common-size state- 
ments and ratios. For example, with re- 
spect to the income statement, net sales 
may be set equal to 100% and the other 
elements then expressed as percentages of 
net sales. In this manner, the relationships 
prevailing in each year among important 
operating items may be set forth, and di- 
rect comparisons made from year to year. 
With respect to the balance sheet, signifi- 
cant relationships may be calculated in the 
form of ratios for each balance-sheet date. 
Rates of return, expressed as percentages 
of capital employed, may be similarly ex- 
hibited in order to reveal the trend of 
earnings. 

Within limits, this approach should 
prove fruitful. The essence of the problem 
is to find a basis which will not be too 
greatly influenced by the shifting signifi- 
cance of the dollar amounts recorded in the 
accounts, and at the same time reveals the 
salient characteristics of the individual 
business unit under consideration. Varia- 
tions on the method sketched above may 
be worked out for the special needs of each 
concern. 


A CYCLICAL PRICE RISE 


To the extent that the present price rise 
represents the expansion phase of a busi- 
ness cycle of relatively short duration, 
the analysis contained in the preceding 
section is inapplicable. Cyclical alterna- 
tions of expansion and contraction are 
normal elements in our economic system. 
As a result, it is “natural” for business 
units to reap the harvest on the upswing, 
and to ride out the storm as best they can 
during the downswing. Consequently, ac- 
counting must reflect the favorable and 


unfavorable stages if it is to report ade- 
quately the results of enterprise operations 
and its financial position. 

Immediately apparent, then, is the con- 
clusion that with respect to fixed assets, 
at least, no special adjustments are neces- 
sary. As a group, fixed assets have an 
average life extending beyond one business 
cycle. Furthermore, the individual. units 
comprising the fixed asset group are 
typically not acquired at one instant of 
time, but rather their acquisition is spaced 
through time so that a crude average cost 
is automatically reflected in property ac- 
counts maintained on a conventional basis. 
No assertion is made here that property 
acquisitions are spaced evenly throughout 
the cycle—substantial evidence exists, in 
fact, to the effect that these acquisitions 
are “bunched” in the expansion phase of 
the cycle when the profitable use of their 
capacity is most likely. Rather, the point 
at issue is that the outlays made represent, 
initially at least, sound costs which should 
remain undisturbed in the accounts until 
definite evidence appears to demonstrate 
useful value less than depreciated cost. In 
any event, during the course of a business 
cycle, the level of replacement costs at a 
specific point of time, for items which are 
not going to be replaced until the future, is 
of distinctly minor importance. 

Inventories represent a somewhat differ- 
ent problem. Here replacement is a con- 
tinuous current feature and the assump- 
tion may not be made, in the typical case, 
that replacement will be deferred beyond 
the present price rise. It is also true, how- 
ever that, profits are realized in the sale of 
commodities at a markup over cost, even 
though the proceeds of sale are in large part 
reinvested in higher cost units which will 
be sold at a further profit. It may be that 
the current price rise will be succeeded by a 
decline of equal magnitude; if this should 
occur, it does not follow that those con- 
cerns making speculative profits on the 
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rise will suffer equal losses on the fall. One 
of the functions of management is to pro- 
tect the concern from losses, while enabling 
it to make profits when the opportunity is 
present. That management has succeeded 
in this function appears evident from the 
record of American business. On balance, 
the well-managed company has shown 
profits over the cycle taken as a whole. 

When conditions are such that a loss is 
probable with respect to existing inven- 
tories they can be scaled down on the 
principle that inventories should not be 
stated in excess of net realizable value. But 
where a permanent price rise is not in ques- 
tion gains realized on a rising market 
should be reported as profits and not ob- 
scured by devices which do not reflect the 
operating history of the concern. 

In order to forestall erroneous conclu- 
sions by investors and others as to the 
long-run earning capacity of the concern 
certain steps may be taken to emphasize the 
cyclical nature of most business activity. 
For example, annual reports might be 
expanded to show, in addition to the 
conventional 12-month statement of opera- 
tions, the results of operations over a 
longer span, perhaps five years, taken as a 
single accounting period, with each major 
element also divided by five to reveal aver- 
age performance per year. At the present 
time a five-year operating statement 
would cover the war years, and therefore 
would not be of immediate use in clarifying 
the problem under discussion. However, in 
the future a statement of operations cover- 
ing the period from January 1, 1946, to 
December 31, 1950, for example, could be 
presented along with the conventional re- 
port for the year ended December 31, 1950. 
A tendency along these lines is observable 
in the practice of presenting comparative 
statements for a number of years; the logi- 
cal extension of this practice could easily 
be taken by lengthening the accounting 
period along the lines suggested above. 


Another possibility consists of a modifi- 
cation of the procedure set forth in the sec- 
tion on a permanently higher price level. It 
will be recalled that the proposal was made 
to charge current operations for usage or 
sales on a LIFO basis, with a credit to in- 
ventories on a FIFO basis. In a cyclical 
setting, the difference would be credited (in 
the face of rising prices) to a realized specu- 
lative profit account, which would appear 
appropriately earmarked as an element of 
current income in the operating statement 
and as a separate element of surplus in the 
balance sheet. Realized speculative losses 
in the downswing could then be similarly 
shown in the operating statement, and 
deducted from the previously accumulated 
credit balance in the balance sheet. This 
method has the advantage of restricting 
earmarked surplus to the results of com- 
pleted transactions, while at the same time 
avoiding the undesirable effects of a 
thoroughgoing use of LIFO. 


SUMMARY AND CONCLUSIONS 


Fundamentally, present price move- 
ments create a serious accounting problem 


because the precise significance of these ‘ 


movements is not known. Ultimately, the 
extent to which the present inflation was 
composed of temporary cyclical elements 
and of more permanent secular trends will 
be known. But no one should be overly- 
sanguine as to the derivation of a satisfac- 
tory solution on the accounting level until 
the more basic economic problems are ren- 
dered more manageable. As Simons ob- 
served a few years ago, 

Monetary reform invites emphasis . . . , for it 
is both urgent and especially promising. Given 
release from a preposterous financial structure, 
capitalism might endure indefinitely its other 
afflictions; but assuming continuance of our finan- 
cial follies (which without definitive rules of pol- 
icy, are inevitable), it becomes academic to con- 
sider how the system might be saved. The im- 
mediate necessity is the reduction of monetary 
uncertainty—the adoption of a generally accept- 
able rule of policy, through which it may be pos- 
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sible to prevent the chaotic financial boom which 
credit expansion and dishoarding now imminently 
threaten.¥ 


Despite the difficulties associated with a 
proper assessment of current trends, cer- 
tain guides or standards may be formu- 
lated. As has been stressed in this article, 
the price adjustments related to a move- 
ment to a new permanently higher price 
level are in the nature of capital adjust- 
ments, and should be so recorded and in- 
terpreted. The price adjustments associ- 
ated with relatively short-lived cyclical 
movements are in the nature of profits, 
with the corresponding requirement that 
they be so reported. 

Emphasis has also been placed on the 
special difficulties arising from the transi- 
tional nature of present price movements. 
On the formal level, at least, no major 
problems exist where stability of the price 
level has been attained. When the move- 
ment is still in a state of flux, however, 
troublesome questions of comparison 
among years are created, in addition to the 
basic problem of proper measurement in 
the current period. It has been suggested 
that the difficulties may be overcome, in 
part at least, by the use of percentages and 
ratios to stress the trend of important 
relationships from year to year, and, for 
the cyclical problem, by the use of longer 
accounting periods. 


13 H. C. Simons, requisites of free competition,” 
American Economic Review Supplement, 26 No. 1 
(March, 1936): 68-76, at page 70. 


The importance of the preservation of 
rational asset valuations has also been 
underlined. The present generation of 
accountants has rediscovered the strategic 
role played by the income statement. But 
it is only a rediscovery, because modern 
double-entry bookkeeping had its origin 
and its justification in the need for meas- 
urement of income when the older forms 
based primarily on accountability and re- 
sponsibility no longer proved adequate. 
The current fashion of depreciating the im- 
portance of the valuations appearing in the 
balance sheet overlooks the fact that the 
balance sheet itself is an important element 
in income measurement. Certainly it has 
been true of the past seventy-five years, 
the period during which a profession of ac- 
counting has developed in this country, 
that virtually every rule of valuation of 
balance sheet items has been upheld or 
criticized by reference to its effect on profit 
calculations. This has been true histori- 
cally; it must also flow logically from the 
very nature of double-entry. Furthermore, 
the present tendency toward the creation 
of substantial secret reserves in American 
balance sheets leads inevitably to a dis- 
torted picture-of the rate of return enjoyed 
by a concern when its reported net profits 
are compared with its reported capital in- 
vestment. As prices rise, the misleading im- 
plications of this comparison become more 
pronounced unless the balance sheet is re- 
stated to accord more closely with current 
economic realities. 
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DEFINITIVE INCOME DETERMINATIONS: 
THE MEASUREMENT OF CORPORATE 
INCOMES ON AN OBJECTIVE SCIEN- 
TIFIC BASIS 


ARTHUR C. KELLEY 


HE BASIC CONCEPT in accounting, as 
in economics, is the concept of in- 
come, and accountants are supposed 
to be experts trained in the procedures of 
measuring the amount of income earned by 
or accrued to business enterprises during 
their fiscal periods. Nonetheless it is 
well known that the amount of “net in- 
come”’ of a corporate enterprise may vary 
considerably according to the views, habits 
or predilections of the accountant who pre- 
pares the income statement. Some ac- 
countants will charge items to the surplus 
or to reserves which others would charge 
to the income account, or they may credit 
items to surplus which others would credit 
in the income statement. This difference of 
opinion as to what constitutes the income 
of a corporate enterprise during a period of 
time creates a situation which is highly un- 
satisfactory to the profession and also to 
the public in general, because it tends to 
undermine the faith of the public in the 
findings of accountants. This condition in- 
dicates that accountancy is not yet a 
science, based on objective, measurable 
procedures, and clear-cut concepts. Is it 
not desirable for the profession to make 
greater efforts to place accounting meth- 
ods on an objective basis, and to set up 
standards or principles which, if adhered to 
would result in uniform measurements of 
income? 

If accountants could come to an agree- 
ment as to the basic procedures of measur- 
ing income, any two competent account- 
ants would arrive at the same approximate 


amount of income for the period, assuming 
equal knowledge of the facts and circum- 
stances of the case; In determining the 
amount of income there are many de- 
cisions that the accountant must make, 
most of which are based on definite facts 
and objective measurements, such as the 
historical cost of assets, date of completed 
transactions, and consistency of method 
from one period to the next. Other de- 
cisions are based on subjective measure- 
ments, that is, on opinions in the mind of 
the accountant or management with re- 
spect to the length of useful life of an asset, 
probable date of obsolescence, amount of 
uncollectible accounts, or the degree of 
materiality of an item. Even these sub- 
jective measurements of income charges or 
credits need not vary in large degree for 
the reason that trained men will arrive 
usually at the same approximate conclu- 
sion after taking into consideration all the 
known facts of the case. Thus the final in- 
come for the period, as determined by the 
two independent public accountants, 
would be in substantial agreement, pro- 
vided “generally accepted principles or 
standards” were adhered to. 

The chief reason for the present-day dis- 
agreement in the measurement of income 
for a given period does not lie in the neces- 
sary use of subjective measurement for 
certain items of cost, but it does lie in the 
fact that the basic standards or principles, 
on which the very concept of income rests, 
are not agreed to and generally accepted. 
If accountants would use clear thinking 
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and define the basic concept of income pre- 
cisely, as the legal profession does in the 
language of the Supreme Court, it would 
resolve many difficulties and would tend to 
clarify and simplify the task of measuring 
income. 

The professional accounting associations 
of this country have considered this prob- 
lem for years and have made excellent 
progress toward the formulation of “gener- 
ally accepted principles,” but there is still 
lack of agreement on certain basic con- 
cepts which tends to cast discredit on the 
position which the profession holds in the 
community. It is highly significant that 
important sections of the public have little 
or no confidence in the financial corporate 
statements prepared by public account- 
ants. As reported in the Journal of Ac- 
countancy for October 1946! the Research 
Director of the District 50, United Mine 
Workers; stated the following: 

The financial information which corporations 
make public or render to the government, is in- 
comprehensible, false and misleading. 

Their propaganda (of business interests) is 
calculated to keep the public under the delusion 
that preparation of a statement of condition by a 
certified public accountant is a guarantee of truth- 
ful representation of the facts. Nothing is further 
from the truth. ... 

No firm of C.P.A.’s today amounts to more 
than a set of checkers hired for show, only to 
look over the sets of figures arranged as the cor- 


porate managers intend them to be regardless of 
ethics... . 


These are harsh statements, erroneous 
and prejudiced, and yet it represents an 
attitude of mind that exists among certain 
labor unions, and if it spreads further it 
will do much damage to the prestige of 
the accounting profession. Is it not ad- 
visable to do more to counteract this 
false slander not only for self-interest but 
also to increase the confidence of the 
people in the integrity of American busi- 


? Editorial, “Labor’s Interest in Accounting.” p. 271. 


ness and in the reliability of corporate fi- 
nancial statements? It is here contended 
that there is no better way to enhance pub- 
lic faith in the work of public accountants 
and in the corporate reports which they 
prepare than to place the practice of ac- 
countancy on a more objective and scien- 
tific basis. 

Accountancy needs to become more ob- 
jective, and the first step in this direction 
is to require accountants to speak the same 
language, so that when they speak of the 
“net income” of an enterprise they will 
mean the same thing and measure it in the 
same way. To this end it is suggested that 
accountants adopt and strictly adhere to 
the following concept of income as stated 
by the Supreme Court in the case of Eisner 
v. Macomber: 

Income may be defined as the gain derived 
from capital, from labor, or from both combined, 


provided it be understood to include profit gained 
through a sale or conversion of capital assets. 


A further excellent clarification of the 
concept of corporate income is stated by 
Kester as follows: 

The term profit has been applied to those in- 
crements of value arising from whatever source, 
which flow from completed transactions with 
outsiders, as distinguished from the corporation’s 
dealings with itself or its stockholders. 


As a further elaboration and explana- 
tion of the method of applying these defini- 
tions of income it is also suggested here 
that the following corollary principles be 
adopted in the measurement of income: 

(1) Income should be determined for any 
period on the basis of reasonable judgment in the 
light of the facts and circumstances then known. 

(2) A change in the circumstances and facts 
which develop and become known later does not 
change the prior determinations of income, but 
only affects the income of the period in which the 
change became known and of subsequent periods. 


These two principles of measuring in- 
come are not today generally accepted by 
the profession. Many accountants follow 
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the practice of changing prior years’ in- 
come determinations by means of “sur- 
plus adjustments” whenever later develop- 
ments and knowledge reveal a shortening 
or lengthening of the service life of an asset 
on the assumption apparently that the 
original estimate of the service life was an 
“error.”’? Assume, for illustration, that a 
machine costing $15,000 in 1935 was esti- 
mated then to have a service life of 15 
years, resulting in an annual depreciation 
charge of $1000 for eight years. During the 
ninth year the management became aware 
of new facts, developments or conditions 
which would make it necessary to replace 
this machine after two more years, thus 
giving it a useful life of 10 years instead of 
fifteen years. Many accountants would re- 
cord this condition at the end of the ninth 
year by the following entry: 


Depreciation (current year) 1500. 
Earned Surplus (Depr. of prior 
years) 4000. 
Reserve for Depreciation 5500. 


The reverse of this situation also often 
occurs in which case the asset has been de- 
preciated at too rapid a rate and subse- 
quent developments reveal that it will last 
longer than previously estimated. Many 
accountants would then record this fact 
by an entry which credits the Earned Sur- 
plus for the amount of “excessive” depre- 
ciation taken in prior years. It is here ar- 
gued that such surplus adjusting entries 
are not in accord with the facts and are 
not good theory, for the reason that such 
entries make a definitive determination of 
income for any year impossible, due to 
events that may occur in the future. Any 
basic theory or doctrine which permits the 
amount of income for any year to be sub- 
ject to continual future revision is sus- 
pect, and needs to be examined with the 
utmost care to see if it is really sound 
theory. If the principles above stated were 
followed the changed condition with re- 
spect to this asset would be recorded as 


follows, for the ninth and tenth years: 


Depreciation 3500. 
Reserve for Depreciation 3500. 


No surplus adjustment would be made, 
but the unextinguished cost would be 
charged off over the remaining years of 
life of the asset. In this way prior years’ 
income determinations are not affected, 
and the accountant’s measurement of an- 
nual income becomes definitive and con- 
clusive, not subject to revision because 
of future events. This suggested standard 
of income measurement is based on the 
fact that the service life of any asset 
cannot be determined exactly for a number 
of years, but can only be estimated, be- 
cause economic affairs are dynamic and 
changing, and subsequent events in the 
industry or in the particular enterprise may 
radically alter the service capacity of an 
asset. The issue in this: Does the alteration 
of the service capacity of an asset affect in- 
come in prior years or only in the present 
and future years, after the change becomes 
known? In other words, does the expira- 
tion of asset-cost change from the time of 
recognition and awareness of the new con- 
dition, or is it retroactive from the be- 
ginning? 

It is difficult to see a logical justification 
for making the accelerated or retarded ex- 
piration of asset-cost retroactive prior to 
the time when the change occurred and be- 
came known to the management. Is it not 
more in accord with the facts to say that 
prior to when the change took place and 
became known the service life of the asset 
was as long as estimated, and therefore 
the prior years’ determination of income 
was “true” and correct at that time, and 
no subsequent event could make them 
false? It is logically impossible for an event 
which takes place today to affect in the 
slightest an event that took place yester- 
day, but of course it may affect that which 
happens tomorrow. Therefore surplus ad- 
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justments for retarded or accelerated de- 
preciation are illogical and do not reflect 
the facts. The fact is that the change in 
rate of depreciation was conditioned upon 
certain events, such as for example the 
invention of a new type of machine, and 
the higher rate of depreciation could only 
begin after the new event took place. To 
shut the eyes to the time factor and make a 
surplus entry in the books which reflects the 
assumption that the accelerated deprecia- 
tion dates from the time of original acqui- 
sition of the asset, is clearly illogical and 
fallacious, because the cause of the more 
rapid depreciation was an event which 
took place subsequently. Many kinds of 
events in business affairs may occur which 
will cause an accelerated rate of asset ex- 
haustion, but such events cannot possibly 
affect the rate before they happen. 

It is sometimes argued that the previous 
estimate of the life of the asset was an 
“error,” and therefore the change should 
be retroactive from the beginning and the 
prior years’ “error” should be shown as a 
surplus adjustment. However, aside from 
intentional distortions of the rate for in- 
come tax or other purposes, the original 
estimate of the service life cannot truly be 
called an error since it was made in good 
faith in the light of the facts and experience 
then known by competent persons, and it 
was only a subsequent event that changed 
the economic life of the asset. 

If this doctrine of definitive income de- 
termination were accepted generally by the 
profession, it would simplify and make 
more precise and objective the measure- 
ment of annual income. In the income 
statement there would be one section at 
the end containing the non-operating, non- 
recurring and extraordinary charges and 
credits to income, including items which 
are now often treated as corrections of 
“errors” in income measurement for 
prior years, but in truth are not errors 
because the events causing the change had 


151 


not then taken place and were not known. 
Capital gains and losses would also be in- 
cluded in the income statement, and a 
multitude of ‘surplus adjustments” which 
are now commonly shown in the surplus 
account, would be done away with. The 
income statements would be definitive 
and conclusive, and over the years they 
would present a complete picture of the 
earnings of the enterprise from all sources. 
Would this not tend to place the practice 
of accounting on a more objective and 
scientific basis than that on which it now 
rests? When two accountants speak of the 
net income of the corporation for the year, 
they would have the same concept in 
mind and would measure it in the same 
manner. 

One test of a science is the ability to 
predict future events. The physical and 
natural sciences can meet this test, but the 
social sciences, and accountancy in par- 
ticular, cannot meet this test if exact pre- 
diction is required, because of the many 
variable factors involved in the future 
course of an economic enterprise. Al- 
though accountants are not forecasters 
and cannot predict the future, they surely 
ought to be able to describe the past with 
approximate agreement, and on the basis 
of past analysis point out probable trends 
in the future. What is amazing is that 
according to the present art of accounting 
the events of the past are often not de- 
scribed in the same way nor measured in 
the same manner. If trained, independent 
public accountants cannot agree on the 
amount of income of an enterprise for a 
given period and series of periods, it would 
seem to indicate a lack of clear basic ac- 
counting concepts and principles. 

If there be any merit in the preceding 
comments relative to the desirability of 
definitive income determinations for cor- 
porate enterprises what can be said of the 
recommendation of the Committee of the 
American Institute of Accountants relative 
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to the restoration of fully amortized war 
facilities still in use? The majority recom- 
mendation that these facilities be restored 
in part and again charged into costs is, of 
course, in direct opposition to the idea of 
definitive, objective income determination. 
It justifies a double charging of cost against 
income on the ground that it is “highly un- 
realistic” to present financial statements 
today in which these facilities are not car- 
ried at any value and the income is not 
charged with any costs for their services. 

If cost statements for internal use of the 
management are prepared on this dupli- 
cated cost basis, because the management 
thinks such a statement is more signifi- 
cant, “realistic” and helpful in controlling 
costs, no objection can be raised. However, 
if this basis is used for the annual state- 
ments prepared for the public and inves- 
tors, it is open to the serious criticism that 
the reduced income thereby shown is not 
in accord with the facts; that is, it is not 
the real income of the enterprise for the 
post-war years, for no definition of income, 
be it economic, legal or ordinary use, would 
ever permit a double charging of the same 
cost in measuring income. Those who claim 
it is “unrealistic” to determine income 
without making this double cost charge for 
assets restored are indeed on shaky ground. 
It cannot be admitted in any way that the 
first charge-off of the cost was unjustified 
or an error. It was a necessary, prudent 
and allowable deduction during the war 
years and all competent accountants would 
have made the charge. 

It would seem that those who would 
charge the cost again are dominated with 
the idea that so long as an asset is used 
there must be a cost charge for its use. This 
is a basic error in theory which fails to dis- 
tinguish between the physical thing itself 
and the book cost of the thing. It is indeed 
true that as long as the asset is in use it 
renders a service in production of income, 
but it is not true that the asset is costing 


something as long as it is used. If the cost 
of the asset has been fully amortized and 
charged to costs in prior years, there is no 
further cost to its use, other than mainte- 
nance. It is in fact “cost free.’’ Such a con- 
dition is not uncommon in business affairs. 
It is not unusual for assets, both tangible 
and intangible, to be used for some time 
after their costs have been fully recovered 
by the owner. There is nothing unethical in 
such use, but to charge duplicate costs for 
such use is illogical, and is bound to give a 
distorted picture of the amount of income 
earned by the enterprise to the public and 
outside investors. To call the reduced in- 
come so arrived at a more “realistic”’ meas- 
ure of the income of the enterprise than the 
amount determined in the ordinary man- 
ner, is giving the word “realistic” a new 
meaning. 

This recommendation of the majority of 
the committee is definitely a step away 
from objective, scientific accounting pro- 
cedures. It tends to make impossible ob- 
jective, periodical measurement of corpo- 
rate income and sets up two standards of 
income—one presumably for the public as 
presented in the published statements, and 
another in the income-tax returns as pre- 
sented to the government—surely an un- 
fortunate situation providing more am- 
munition to the labor unions and others 
who are eager to cast discredit on the ac- 
counting profession. 

The earnings of American corporations 
are facts which are strongly affected with a 
public interest, and the amounts of these 
earnings have a definite bearing on social 
and governmental policies, on labor com- 
pensation, on taxes and on prices to the 
consumers. Is it not desirable in this day 
when the American private enterprise 
system is on trial before the world and in 
conflict with socialistic regimes of other 
nations that there should be objective, 
definitive determinations of corporate in- 
come, which are not subject to possible 
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constant future revisions? The periodic in- 
come statement will then have a definite 
meaning, understood by all accountants, 
and the amount of net income so arrived at 
will be relied on and accepted by all as rep- 
resenting the substantial fact as to what 
happened during the period. 

It does not seem to be an overstatement 
to say that accountancy can become a sci- 
ence once the basic concept of net income 
is precisely defined and measured in accord 
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with generally accepted principles and 
standards. These standards for the meas- 
urement of periodic income are in process 
of being formulated today by the profes- 
sion, and when this movement is carried to 
the point where income determinations are 
definitive, and objective so far as possible, 
the findings of accountants will command 
the respect and confidence which a science 
always commands. 
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QUASI-REORGANIZATIONS IN 
REVERSE 


HERBERT E. MILLER 


HE RECENT DISCUSSION among ac- 
countants concerning reinstatement 
of fully amortized emergency facili- 
ties was, in some respects, too late. It is 
tempting to use hindsight and observe that 
perhaps a more useful and timely frame- 
work within which to handle the question 
of reinstatement might have emerged if the 
profession had started to think about and 
to discuss the problem earlier. Although it 
is freely admitted that in the nature of 
things many ramifications of any given 
accounting problem cannot be foreseen, a 
practice of attempting to anticipate major 
accounting problems on which there is 
considerable unsettled opinion should be 
encouraged. Often urgency does not stimu- 
late objective thinking. 

Many of the urgent problems that con- 
front the profession from time to time have 
a common issue: Is a departure from the 
established basis of accounting justified? 
Without meaning to suggest either that 
our generally applicable accounting con- 
cepts and standards have or have not 
reached a stage of acceptable refinement or 
clarification, may it not be a fact that in- 
sufficient attention has been devoted to the 
investigation and development of accept- 
able “departures” from an established 
basis of accounting? If there is some merit 
to the above question, then a discussion of 
the problem of quasi-reorganizations may 
be warranted since this device, character- 
ized by a break in the continuity of the ac- 
counting statements, quite definitely en- 
tails a departure from the established basis 
of accounting. 

One of the basic problems relates to the 
scope or limits of a quasi-reorganization. 
Should it be restricted to “fresh start” 


cases where the corporation is in “trouble,” 
or may it be used as a device enabling a 
fresh start to be achieved in extraordinary 
situations whenever a continuation on the 
established basis would produce account- 
ing statements susceptible to widespread, 
gross misinterpretation. In other words, 
should “fresh starts” be restricted to an 
environment dominated by losses and 
deficits or may the process of quasi-reor- 
ganization be used as a device to introduce 
some element of flexibility into the ac- 
counting process? 

In the more traditional use of the con- 
cept, some combination of the following 
circumstances is generally held to be con- 
dition precedent for a quasi-reorganiza- 
tion. These conditions do not require a 
quasi-reorganization; accounting re-ad- 
justments of this type are optional. 


Conditions Precedent 


1. Overvalued properties 

2. Credible evidence to support an opinion 
that the decline to the present level is a 
relatively permanent affair. 

3. An unlikelihood that future earnings could 
recoup the unrecognized losses within a 
reasonable period. 

. Operating losses, past and prospective. 

. The earned surplus would be at least ex- 
hausted by the recognition of losses. 


Should a quasi-reorganization be war- 
ranted, there are several requirements and 
limitations that should be recognized be- 
fore the readjustment can be described as 
having satisfied generally recognized 
standards. 


Requirements and Limitations 


1. Stockholder approval. 
See the American Accounting Associa- 
tion’s 1941 Statement of Accounting 
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Principles Underlying Financial State- 
ments. Also Accounting Research Bulle- 
tin #3, American Institute of Accoun- 
tants. 

2. Disclosure required. 

The corporation “should make a clear 
report to the stockholders of the restate- 
ments proposed to be made, and obtain 
their formal consent.” Accounting Re- 
search Bulletin #3. 

3. Earned surplus should emerge with a zero 
balance. 

“Tt seems essential that earned surplus 
be exhausted.” W. W. Werntz: “Some 
Current Problems in Accounting,” The 
ACCOUNTING REVIEW, June, 1939, p. 121. 

4. Subsequent earned surplus should be dated. 
See the Statement of Accounting Prin- 
ciples Underlying Corporate Financial 
Statements. 

. “The effective date of the readjustment .. . 
should be as near as practicable to the date 
on which formal consent of the stockholders 
is given, and should ordinarily not be prior 
to the close of the last completed fiscal 
year.” Accounting Research Bulletin, #3. 

6. “The readjustment of values should be 
reasonably complete.” Accounting Research 
Bulletin #3. 

7. As readjusted, the “assets and liabilities 
should be so stated that no artificial credits 
will arise from realizations of the assets or 
discharge of the liabilities.” Accounting 
Research Bulletin #3. 

8. After a quasi-reorganization has been con- 
summated, “The company’s accounting 
should be substantially similar to that 
appropriate for a new company.” Account- 
ing Research Bulletin #3. 


Actually, the above summary only lays 
the foundation for the main question: 
What is the essential justification for re- 
adjusting the recorded amounts through a 
process of quasi-reorganization? It is quite 
possible that the moving force behind this 
concept stems from a loss of or deteriora- 
tion in the significance of financial state- 
ments. Where a continuation on the estab- 
lished basis produces financial statements 
that, in the opinion of interested parties, 
do not correctly report the position and 
progress of the enterprise, a pressure is 
created to revise the basis of accounta- 


bility. If the financial statements were 
adequately reporting on the position and 
progress of a given enterprise, there would 
be neither justification, nor, in most cases, 
an active pressure to disturb the accounts. 
Users of accounting statements are en- 
titled to expect enough realism of the 
accounting process to permit the use of 
accounting data as a basis for formulating 
judgments and opinions. There is no as- 
surance that an adherence to recorded 
costs will always achieve this objective. 
Since the environment in which a business 
operates may be subjected to wide and 
significant changes, a rigid adherence to 
recorded amounts may substantially un- 
dermine and even discredit the accounting 
function. 

Traditionally, the quasi-reorganization 
device has been applied during periods of 
business depression. In the depression 
situation the recorded amounts were writ- 
ten down in an attempt to restore current 
reality to the accounting process. May not 
a reverse quasi-reorganization be every bit 
as justified under opposite conditions? 
Must the undermining always take place 
on the down side? 

The suggestion that the quasi-reorgani- 
zation device may appropriately be applied 
in reverse has the support of a number of 
accounting authorities. For example, 
George O. May has written that, 

In the case of downward adjustments, the 
concept of quasi-reorganization has been devel- 
oped, and it would seem desirable that it should 


be applied, also, to recognition of increases in 
value.t 


In Contemporary Accounting, Professor 
Paton clearly suggested that in the event 
of a long period of advancing prices in the 
postwar period the mechanism of quasi- 
reorganization might be used “to afford a 
basis for a ‘fresh start,’ with significant 


1 Financial Accounting, (New York: The Macmillan 
Company, 1943.) p. 99. 
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figures.”? His definition of quasi-reorgani- 
zations admits adjustments in either di- 
rection: 


..a means by which recorded data may be 
restated when major changes have occurred which 
render the figures resulting from the ordinary 
processes of accounting inadequate and mislead- 
ing from the standpoint of the purposes account- 
ing is supposed to serve.’ 


Professor Dohr can be listed as a supporter 
for an “expanded” quasi-reorganization 
concept.* 

The most exhaustive article justifying 
reverse quasi-reorganizations to come to 
the writer’s attention appeared in a recent 
Arthur Andersen Chronicle. In that article 
the author, D. J. Erickson, stated that 


Despite the common tendency to associate this 
procedure with a concept of unabsorbed losses 
and earned surplus deficits disposed of to capital 
surplus, it is believed that the principles may be 
availed of where significant changes in the char- 
acter of business operation have occurred, where 
changes in the location of principal plants have 
been brought about, where significant subsidiaries 
have been sold or acquired, where major portions 
of the business have been disposed of and opera- 
tions are continued on a reduced scale or where 
significant economic changes, such as inflation or 
deflation, have made carrying values unrealistic 
in relation to current price levels.5 


It is incorrect to conclude from the 
above quotations that reverse quasies are 
widely supported. Many accountants, 
after reviewing the record of the pre-1929 
appraisal adjustments upward and the 
subsequent quasi-reorganizations of the 
1930’s, are understandably doubtful of all 
departures from recorded cost, up or down. 
Our previous performance does not offer an 
encouraging precedent. Other accountants, 
conservatively inclined to accept write- 


2 Contemporary Accounting, Chapter 2, p. 2. American 
Institute of Accountants, 1945. 

3 Tbid. 

4 James L. Dohr, ‘‘Cost and Value.” The Journal of 
Accountancy, March, 1944, pp. 193-6. 

5D. J. Erickson, “Quasi-Reorganizations and Re- 
lated Tax Effects,” Arthur Andersen Chronicle, July, 
1946. page 175. 
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downs, object to the prospect of quasi- 
reorganizations in reverse because of their 
opposition to any and all write-ups. They 
believe there is more danger to the ac- 
counting process in the write-up of assets 
than in the perpetuation of unrealistic 
recorded amounts. Admittedly, there is a 
real danger that reverse quasies open some 
opportunities for abuse. For that matter, 
any departure from the regularly estab- 
lished basis of accounting, or any major 
revision of accounting policy, is open to 
abuse. As it has often been observed, it 
does seem peculiar to view revisions in one 
direction as good and in the other direction 
as bad, per se. Actually, a write-down is no 
less subjective than a write-up. Each may 
be abused. The application of any group of 
accounting concepts requires a high degree 
of integrity and competence on the part 
of practicing accountants. If accountants 
lack the above characteristics, abuse is 
bound to prevail. 

Accountants have long recognized that 
an emphasis on recorded costs may be too 
rigid, particularly under conditions of sub- 
stantial and rapid price changes. It has 
been repeatedly pointed out that account- 
ing has adopted a unit of measurement 
which is in fact not stable. Gradual or small 
changes in the value of the dollar do not 
significantly impair accounting results, 
mainly because the turnover and replace- 
ment of assets keep the accounting data 
current. But a stage can be reached where 
an element of flexibility is needed and 
justified if accounting is to serve its in- 
tended purposes. This element of flexibility 
may be provided by permitting, in extra- 
ordinary situations, a departure from the 
established basis. 

Changes in the value of the dollar are 
not the only justification for departing 
from or revising the accounting basis. Ex- 
propriation, accident, loss of markets, ac- 
cretion, or discovery, to mention some of 
the more significant, could provide equally 
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important justifications for resiving. the 
basis of accounting for the resources and 
equities of a corporation. 

If we label an upward departure as a re- 
verse quasi-reorganization, what are the 
conditions precedent to its application? 
Would the conditions precedent mentioned 
earlier in connection with traditional 
quasi-reorganizations, slightly modified, 
provide a starting basis? 


Conditions Precedent for a Reverse 
Quasi-reorganization 


1. Assets understated. 

2. Credible evidence to support an opinion 
that the present level is a relatively perma- 
nent affair. (Whatever the reason for re- 
statement, the new bases cannot be justified 
unless it is possible to demonstrate ade- 
quately that they have a good chance of re- 
maining significant.) 

3. An absence of general economic instability. 

4. An unlikelihood that future reported earn- 
ings, after deducting average, regular divi- 
dend distributions to shareholders, if 
reinvested in the business could do more 
than maintain the corporation’s present, 
relative position in regard to productive ca- 
pacity. 


It would seem that the same set of re- 
quirements and limitations should apply as 
well for a reverse quasi. This includes the 
requirement that previously earned sur- 
plus be clearly differentiated from subse- 


quently earned surplus. The writer is in- 
clined to the view that any earned surplus 
carried forward should be capitalized in 
order to have the statements comparable 
to the “fresh start” of a new enterprise. 
Requirement 7 might be amended to sug- 
gest that the “assets and liabilities should 
be so stated that no artificial credits or 
debits will arise from realizations of the 
assets or discharge of the liabilities.” 
There is considerable justification for 
arguing that some of the most pressing 
problems currently facing accountants, 
namely, depreciation on a replacement 
cost basis, the use of inventory reserves, 
and the practice of expensing a portion of 
current capital outlay, have as their com- 
mon origin a feeling that currently the ac- 
counting process is producing inadequate 
and, perhaps, misleading financial state- 
ments. A common fault of each of the 
three practices just mentioned is that they 
are “‘piece-meal” approaches to the prob- 
lem of presenting currently significant ac- 
counting statements. There is not the 
slightest intention to argue that now is the 
time for quasi-reorganizations, in reverse 
or otherwise, but it does appear that now is 
the proper time to investigate, discuss, and 
settle upon the limits of accounting re- 
organizations. The relevant conditions 
precedent may not be far distant. 
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UNIVERSITY COSTS OF GOVERNMENT 
CONTRACTS 


FRANK P. SMITH 


URING THE RECENT war period 
D many of our American colleges and 
universities entered into contracts 
with the War Department, the Navy De- 
partment, the Office of Scientific Research 
and Development, and other procuring 
agencies of the Federal Government. These 
contracts were primarily for training of 
personnel and for research and develop- 
ment. They varied from fixed-price, 
through modifications of fixed-price with 
cost-reimbursement provisions, to ‘‘cost”’ 
and “cost-plus-fixed-fee” contracts. Con- 
tracts for the training of personnel have 
largely disappeared, but research and de- 
velopment contracts are still being written 
by the Army, the Navy, the Atomic 
Energy Commission and other agencies. 
Many of these contracts are small indi- 
vidually, although the contract aggregates 
for particular institutions may represent 
significant dollar amounts; others are suffi- 
ciently large to be classed as “‘big busi- 
ness.’ The determination of accurate and 
equitable costs for these contracts is im- 
portant alike to the universities and to the 
Government. 

Wartime costs of government contracts 
administered by educational institutions 
were determined on the basis of stream- 
lined procedures of the individual agencies, 
for example the procedures of the Office of 
Scientific Research and Development, or 
on the basis of the general directives and 
regulations of the War and Navy Depart- 
ments. The regulations, particularly those 
of the Army and Navy, failed in many 
ways to fit the rather unusual situations 
surrounding contracts administered by 
educational institutions. The regulations 


of the Army and Navy were designed for 
industrial concerns with manufacturing 
cost systems. Educational institutions do 
not have the type of organization assumed 
as the basis for the Army and Navy direc- 
tives, their costs are different in many re- 
spects from those of manufacturing con- 
cerns their overhead problems are 
different, and the end-product resulting 
from the educational cycle is totally dis- 
similar to the output of an industrial con- 
cern. Under these circumstances it is not 
surprising that there have been many and 
important areas of disagreement regarding 
the types and amounts of costs for which 
the Government was to reimburse the con- 
tracting educational institution. As a 
partial solution to this problem, a set of 
principles has been developed by represen- 
tatives of a number of educational institu- 
tions and of the War and Navy Depart- 
ments, and has been endorsed by the 
General Accounting Office. This agreement 
is entitled ‘Explanation of Principles for 
Determination of Costs Under Govern- 
ment Research and Development Con- 
tracts with Educational Institutions.”” 

The Statement of Principles is obviously 
not intended to reach into the field of ac- 
counting systems; its purpose is to indicate 
the principles to be considered in determin- 
ing which types of costs may be considered 
“admissible,” which “inadmissible,” and 
which “subject to limitations as to their 
admissibility” for purposes of reimburse- 
ment by the Government under research 
or development contracts.” 

1 This document has been issued in mimeographed 
form as of August, 1947. It will be referred to subse- 


quently as the “Statement of Principles.” 
2 Par. 1, Statement of Principles. 
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University Costs of Government Contracts 


In preparing the Statement of Princi- 
ples, such cost-determining guides as 
Treasury Decision 5000, the War Depart- 
ment’s Technical Manual* and the Navy’s 
“Green Book,’ were reviewed from the 
standpoint of the principles involved. The 
principles found in these cost-guides were 
modified in some cases; in other instances 
wholly new principles were established 
“directed specifically to the problem of 
creating an equitable accounting under- 
standing between the Government and 
educational institutions as the latter have 
been generally accustomed to conducting 
their business affairs.”> The Statement of 
Principles is, of course, binding upon an 
educational institution and the Govern- 
ment only upon agreement between the 
two parties. It is further limited to “cost” 
contracts for research and development 
work where “no fee or profit is involved.’”® 

It is important, in appraising the merits 
of the Statement of Principles to remember 
that it is in itself a type of “negotiated 
settlement.’’ Representatives of contract- 
ing institutions and contracting agencies, 
by the very nature of their affiliations, can 
be expected to differ on many points when 
costs are considered for which the Govern- 
ment is to pay. Consequently, any set of 
principles designed for use in determining 
costs of a reimbursable character, and 
agreed to by both contracting institutions 
and contracting agencies, must of necessity 
embody some old-fashioned horse-trading 
and many compromises in points of view. 
The result is in a sense a negotiation of 
costs before a contract is begun. Costs 
computed in accordance with the State- 
ment of Principles may therefore be quite 
different from the costs which would have 
been normally charged to a contract. The 


14-1000. 
_ * “Explanation of Principles for Determining Costs 
Under Government Contracts.” 

5 Par. 2, Statement of Principles. 

® Par. 3 Statement of Principles. 
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Statement of Principles is not intended as 
a “rigid formula or set procedure’’;’ it does 
however, represent a rather flexible ‘‘for- 
mula” which has been accepted in advance 
by both parties. The contracting agency 
will be interested in determining that costs 
have been computed accurately in terms of 
the Statement of Principles. If the costs 
have been so computed, there should be no 
need of negotiation. The contracting 
agency might still wish to negotiate a 
lower dollar settlement with the univer- 
sity, but the negotiation would then be 
conducted on a basis of sharing costs or 
benefits’ with the costs themselves ac- 
cepted as determined in accordance with 
the principles already accepted by both 
parties. 

There will possibly be some contract 
provisions which will require the determi- 
nation of costs in a manner other than as 
specified in the Statement of Principles. 
The Statement of Principles obviously 
cannot supersede specific contractual ar- 
rangements. Costs determined in accord- 
ance with such provisions would be subject 
to verification in relation to the contract 
but would ordinarily not require negotia- 
tion. There may be still other costs which 
are covered generally in the Statement of 
Principles, but are covered specifically in 
contract provisions. Again, the principal 
question will be whether or not the costs 
claimed by the educational institution are 
computed accurately in relation to the con- 
tract provisions. Such contract provisions 
serve in themselves as “formulas” for de- 
termining certain types of costs; other 
costs not so specifically covered in the con- 


7 Par. 1. 

8 “Tn determining the total cost of Government re- 
search projects, no distinction shall be made between 
‘fundamental’ and ‘applied’ research. However, when 
the Government by contract supports a research project 
of the type which the educational institution concerned 
might be expected to undertake as a part of its own 
educational and research program, it may be appropri- 
ate for the institution to agree in the contract to sustain 
part of the cost of the project.” Par. 7. 
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tract will now be governed by the State- 
ment of Principles. As a result, all costs to 
be claimed for reimbursement by the edu- 
cational institution will be determined in 
accordance with specific contract provi- 
sions or in the absence of such provisions, 
by the Statement of Principles. There will, 
undoubtedly, be many questions of inter- 
pretation of the Statement of Principles, 
particularly in determining appropriate 
amounts of indirect expenses. There will 
also remain some questions regarding the 
admissibility of certain costs which have 
not been listed in the Statement of Princi- 
ples. However, it seems unlikely that such 
questions would have the scope and range 
of those involved during the past few years 
when negotiations were conducted without 
the benefit of cost guides designed to fit the 
peculiar needs of educational institutions. 

From the standpoint of the university 
accountant, the problem presented by the 
Statement of Principles is that of de- 
termining costs for reimbursement in 
strict accordance with the principles laid 
down. This does not necessarily mean that 
costs must be accumulated in the records 
in accordance with the Statement of Prin- 
ciples; the Statement of Principles relates 
to the costs for which the university will 
request reimbursement by the Govern- 
ment. 

DIRECT COSTS 


The provisions of the Statement of 
Principles relating to direct costs present 


* “Description of the components of the foregoing 
items of cost is given in the ensuing paragraphs. All con- 
ceivable items cannot be mentioned specifisally, and the 
description furnished is indicative and not all- inclusive, 
i.e., omission of mention is to be in no way restrictive 
upon the Government in determining the costs of a 
contract. If an item of cost is not specifically men- 
tioned under admissible costs, it is not to be thereby 
automatically excluded; and conversely, if an item of 
cost is not listed under inadmissible costs or described 
as one subject to limitation, it does not therefore follow 
that such item is acknowledged to be admissible. In such 
cases any questions are subject to interpretation and 
decision according to the nature of the item. Moreover, 
any of the explanations given herein naturally are 
subject to the application of any special provisions ex- 
pressly included in a contract.” Par. 6, 
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relatively few problems and should not be 
difficult in application. However, a num- 
ber of points are involved which have in 
the past resulted in extended negotiations 
and much controversy. 


Direct Salaries and Wages 


The category of “Direct Salaries and 
Wages” is intended to include payments 
to “scientists, technicians, and other em- 
ployees directly employed in the perform- 
ance of the contract and chargeable di- 
rectly thereto.”!° This statement would 
appear to settle the controversy about in- 
cluding as direct charges the salaries of 
personnel working on a contract but per- 
forming duties sometimes classified as 
indirect in nature, such as the salaries of 
clerical and stenographic personnel. 

The category of “Direct Salaries and 
Wages” is intended to cover part-time 
service as well as full-time service on the 
contract. The acceptance of this important 
feature leads directly to the problem of de- 
termining the extent of the services of 
part-time personnel for the government 
contracts. This problem is met in part by 
the Statement of Principles which provides 
that when 
faculty members paid on a salary basis work part- 
time on a government research and/or develop- 
ment project, reasonable estimates of such time 
may be used in lieu of exact time records, it being 
recognized that such members of educational in- 
stitutions cannot be expected to keep time records 


in the manner common to industrial organiza- 
tions." 


This provision appears to leave entirely to 
the university the task of establishing 
reasonable controls over the time worked 
on a Government contract, and making 
reasonable estimates of the time of faculty 
members devoted to the contract. Detailed 
time records are clearly not required al- 
though such records could, of course, be 


10 Par, 8. 
Par, 8. 
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maintained if a particular institution con- 
siders this procedure practicable for its 
own situation. The situation described in 
the phrases quoted above, however, is at 
least commonly found among educational 
institutions and the acceptance of this 
situation in the Statement of Principles is 
likely to prove of considerable importance 
in removing one of the needless obstacles 
from the course of negotiations. 

It should be noted that all personnel 
other than “faculty” are specifically ex- 
cluded from the relief from time records 
provided by the Statement of Principles 
and presumably detailed time records are 
to be maintained for such personnel. This 
might be difficult in some cases for clerical 
and stenographic personnel. In addition, 
there are many types of professional and 
in-training personnel working on Govern- 
ment contracts, such as graduate students 
holding service scholarships and assistant- 
ships, research assistants, research fellows, 
post-doctoral fellows and special appoint- 
ments of various types. A requirement of 
detailed time records for many of the indi- 
viduals in these groups would be as im- 
practicable and the maintenance of an 
accurate record as nearly an impossibility 
as would the same requirement for a 
faculty member. Perhaps this problem can 
be resolved by a reasonably broad defini- 
tion of a ‘faculty member paid on a salary 
basis.” 

A further problem concerns the concept 
of the work-period, since a portion of the 
period for personnel working part-time on 
a Government contract may be made the 
basis of a direct charge to the contract. 
Professional personnel of educational in- 
stitutions do not necessarily work regular 
hours or regular shifts and do not punch 
time clocks. Furthermore, they may work 
in a particular period a total of hours that 
is far in excess of any concept of a normal 
work-period. As an illustration, assume a 
faculty member works a total of 240 hours 
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in four weeks, of which 80 hours are spent 
on a Government contract. Should he re- 
port one-half or one-third of his time as 
applicable to the Government contract? 
Obviously this question must be answered 
for both the faculty member whose time is 
estimated and for other personnel who 
maintain time records. However, this may 
be merely one of the problems “peculiar” 
to educational institutions and for which 
no general solution is genuinely appropri- 
ate. It is probable that the best solution to 
this problem is for each institution to work 
out its own ground rules in the light of its 
particular circumstances. This is in itself a 
formidable task since in final analysis the 
proportion of time devoted to a Govern- 
ment contract by a faculty member is a 
matter of judgment and not of record. 
Such estimates are not likely to be strictly 
comparable, either between individual 
faculty members or for one member re- 
porting for several months; they can only 
be “reasonable estimates” as provided in 
the Statement of Principles. 

The provisions of the Statement of 
Principles cover specifically one problem 
resulting from the current practice of pay- 
ing salaries in twelve monthly installments 
although the services of faculty members 
may be required for only nine or ten 
months. The Statement of Principles in- 
cludes an illustration of a faculty member 
who is paid an annual salary of $3,600, and 
is expected to work nine months of each 
academic year. In addition, he works 
three months during the summer on a 
Government contract. The charge for the 
three summer months is calculated on the 
basis of $400 a month for a nine-month 
academic year. 

The Statement of Principles provides 
that “direct labor overtime must be ap- 
proved in writing by the contracting officer 
or his duly authorized representative,’ 


12 Par. 10. 
13 Par. 8. 
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and also establishes one restriction on rates 
of pay. Control over salary and wage rates 
is to be maintained by each institution 
“according to its established policy” with 
the limitation that such rates for personnel 
working on Government contracts are not 
to exceed rates paid to instructional or re- 
search personnel doing comparable work 
except for differentials paid in certain cases 
of a transient nature." 

The matter of consultants’ fees is not 
covered by this section of the Statement of 
Principles. Presumably such fees would be 
governed as to admissibility by Paragraph 
20, “Other Direct Cost,’’ and would be 
permitted only if authorized by contract 
provisions or by the contracting officer. In 
any event it would not seem appropriate 
to allocate indirect expense to the contract 
on the basis of such fees. 


Vacation and Sick Leave 


The Statement of Principles provides 
that “vacation and sick leave will be al- 
lowable as direct costs in accordance with 
each institution’s regular policy.” For an 
individual working part-time on a Govern- 
ment contract, “‘vacation and sick leave 
will be allowable as direct costs in the ratio 
that his compensation charged to the con- 
tract bears to the total salary paid him by 
the institution for such period.” This pro- 
vision clearly covers the case of the em- 
ployee who takes a regular and definite 
vacation each year. For example, if charges 
to the Government contract amounted to 
40%, of the total salary paid for fifty weeks 
during which the vacation was earned, the 
institution would be entitled to claim re- 
imbursement for 40% of the salary for a 
two-weeks’ vacation. Presumably, this 
same provision is intended to cover the 
case of the faculty member who is paid an 
annual salary, works during the normal 
academic year, and is paid in twelve an- 


4 Par, 9. 
16 Par, 11. 


nual installments. His salary would be 
charged to a Government contract on the 
basis of a reasonable estimate of his time 
devoted to the contract and would, pre- 
sumably, be based on his monthly salary or 
one-twelfth of his annual salary. If his 
salary is assumed to be $3,600, and he de- 
votes to the Government contract an aver- 
age of 40% of his time for nine months, the 
monthly charge to the Government con- 
tract would be $120 (40% of $300), and for 
nine months a total of $1,080. However, 
the institution would be entitled to an 
additional amount calculated on the basis 
of $1,080/$2,700. (the amount paid him for 
nine months)+$900 (three months salary 
at $300), or $360. The total would, of 
course, be $1,440, or 40% of $3,600. 


Materials and Supplies 


Materials and supplies costs are in- 
tended to cover all purchased materials, 
supplies and fabricated parts entering di- 
rectly into a Government contract. Items 
purchased specifically for the contract are 
reimbursable at net cost after deducting 
cash and trade discounts and any applica- 
ble rebates and allowances received. Ma- 
terials, supplies and parts withdrawn from 
stores are to be charged at cost “under any 
recognized method of pricing stores with- 
drawals conforming to sound accounting 
practices consistently followed by the 
institution.” Freight and handling charges 
on incoming materials are properly in- 
cluded in material costs and material costs 
of a contract are to be credited for issues or 
purchases in excess of contract require- 
ments and for the proceeds of scrap sales 
applicable to the contract.’® 

Items of equipment and supplies fabri- 
cated or manufactured by an institution 
would, on the basis of the above provisions, 
be charged to the contract by elements of 
cost; i.e. stores withdrawn, as materials, 
labor costs as labor chargeable directly to 


6 Pars, 12, 13, 14. 
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the contract and indirect expense as part 
of the total allocated to the contract. 
Equipment and supplies fabricated or 
manufactured by university personnel 
working on their own time, and frequently 
using university supplies and facilities, 
would be governed by the provisions of the 
Statement of Principles cited above, al- 
though in some cases in the past Govern- 
ment personnel have required that quota- 
tions from commercial suppliers be fur- 
nished to serve as a basis for determining 
the reasonableness of such charges. 


Shipping Charges 


Such charges refer to payments for 
transportation of ‘‘material, equipment 
and items developed” by the institution 
and are proper direct charges to the con- 
tract.”” 


Communication Toll Charges 


Such charges include the cost of ‘“‘tele- 
phone toll calls, telegrams, radiograms, 
cablegrams, messenger service, and items 
of similar nature.’’ However, such costs 
are to be treated as direct charges to the 
contract only when “incurred by em- 
ployees engaged directly” in the perform- 
ance of the contract and “in connection 
therewith.” Similar costs “incurred by 
other employees of the educational insti- 
tution, even though incurred directly in 
connection with the ... contract, are to be 
treated as being included in the indirect 
expense rate provided in the contract.’”® 

This restriction is obviously arbitrary 
and from an accounting standpoint may 
result in inequity. A telephone call by the 
purchasing agent may be as valid a 
charge as a call by a professional person 
engaged directly on the contract but the 
first must be treated as part of indirect 
expense while the latter may be made a 
direct charge to the contract. However, 


Par, 15, 


8 Par. 16. 
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this restriction appears to simplify the 
problem of handling such charges. If any 
such costs are treated as direct charges to 
the contract, the usual ‘‘double-screening” 
procedure would be required to ascertain 
that the Government contract is not ab- 
sorbing in the indirect rate some part of 
the costs of charges which should have 
been handled directly against other con- 
tracts or work but instead were trans- 
ferred into the pool of indirect expense. A 
broader interpretation of the types of 
charges which could be handled directly 
against the contract would not change the 
need for double-screening and in fact 


would make any screening operation more 
difficult. 


Maintenance and Upkeep of Government- 
Owned and Rental Equipment 


Reimbursable charges in connection 
with such equipment include supplies, 
parts, labor, repairs and storage expenses 
and operating expenses of automotive 
equipment.’® 


Purchase and Rental of Equipment 


Charges for the purchase and rental of 
equipment may cover equipment of a 
special nature required specifically for the 
contract. The Statement of Principles 
recognizes that special equipment may be 
required for the performance of a particu- 
lar contract which would be of no value to 
the institution after completion of the con- 
tract. The Statement of Principles also 
recognizes that the performance of a par- 
ticular contract may require equipment in 
excess of the normal needs of the institu- 
tion. However, such costs are permitted as 
direct charges only “‘where the items have 
been specifically approved in writing by 
the contracting officer or are not required 
to be so approved by the terms of the con- 

19 Par. 17. This paragraph also provides for appor- 
tioning the expense of maintenance and upkeep when 


the equipment is used for other work as well as for the 
Government contract. 
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tract.”””° When this limitation is considered 
it seems obvious that a university should 
expect to provide through contractual 
arrangements for any special equipment 
required beyond its present equipment or 
at least beyond its own expected normal 
needs. 


Self-Insurance 


The Statement of Principles recognizes 
as an appropriate charge to a Government 
contract an allocation of the institution’s 
estimated costs for compensation paid to 
employees for injuries and for unemploy- 
ment risks in those states where insurance 
is required. Such costs must be established 
“under a system of accounting regularly 
employed by the contractor,” and the 
rates used may not exceed the rates for in- 
surance coverage of the risks. However, 
other self-insured risks are not accorded a 
similar treatment. Direct charges to a 
Government contract for other self-insured 
risks are limited to “the extent of the 
actual losses suffered or payment incurred 
during and in the course of the perform- 
ance of the contract and incident to and 
properly chargeable to such contract.” 

The acceptance of an_ institution’s 
estimated costs for certain types of risks 
represents a concession on the part of the 
Government even though such estimates 
are limited to the cost of obtaining com- 
mercial coverage. However, it seems prob- 
able that educational institutions would 
generally prefer to secure commercial 
coverage rather than merge with the nor- 
mal operations of the institution the risks 
on projects which may be quite different 
from their other activities. This would, of 
course, vary according to the circum- 
stances of the institution. Undoubtedly 
the provision embodied in the Statement 
of Principles will help to simplify the allo- 


Par. 18. 
Par, 19: 
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cation of certain insurance costs to Gov- 
ernment contracts where the institution 
undertakes to act as a self-insurer. 


Other Direct Costs 


The Statement of Principles includes the 
items of royalties or license fees and cost of 
special laboratory rearrangements as ex- 
amples of direct costs which do not come 
within the categories of costs enumerated 
above. However, royalties or license fees 
are stated to be admissible only when pro- 
vided for by contractual provisions, and 
the costs of special laboratory arrange- 
ments are admissible only when provided 
for in the contract or are auth rized in 
writing by the contracting offi er. The 
Statement of Principles specifically pro- 
vides that “ordinary or normal rearrange- 
ments not directly attributable to the 
project should be considered as being 
absorbed in the indirect expense rate.’ 
This particular restriction appears to be 
reasonable. Certainly most of the major 
and special rearrangements of facilities can 
be anticipated in advance. The costs of 
ordinary or normal rearrangements which 
are “not directly attributable” to the con- 
tract could not be substantiated even in 
the absence of this restriction. However, 
this particular provision may require in- 
terpretation in individual cases as to what 
constitutes “special” or “ordinary” re- 
arrangements and which arrangements are 
attributable to “extraordinary circum- 
stances” resulting from the performance of 
a contract. 


Sundry Specific Contract Costs 


Included in this group of costs are pay- 
ments for state sales taxes, special travel- 
ing expenses, premiums on insurance, sub- 
contracted services, and payments for 
annuities. In the case of each of these 


22 Par, 21. 
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types of costs, the institution is to main- 
tain detailed records sufficient to indicate 
the specific relation of the cost to the 
Government contract and to indicate that 
the cost is not properly chargeable to other 
work or included in the indirect rate. The 
restrictions on such costs are actually no 
different from those which should be ob- 
served for any type of cost handled as a 
direct charge, but the inclusion of these 
restrictions under this heading suggests 
that the individuals drafting the State- 
ment of Principles may have considered 
such costs as worthy of close scrutiny. 
Payments for state sales taxes are 
limited to those “legally imposed on the 
contractor.” Since state sales taxes are 
usually waived for Federal contracts, it 
seems unlikely that this type of cost would 
be found to be reimbursable in many cases. 
Special traveling expenses have resulted 
in some controversy in individual cases in 
the past. This type of cost is frequently 
provided for specifically in the cost con- 
tracts now being written and such pro- 
visions are apparently intended to cover 
the travel of personnel directly engaged on 
the contract. Possibly this is what the 
qualifying word “special” in the State- 
ment of Principles is intended to imply. If 
this is the intention, the travel expense of 
a faculty member assigned to a contract 
who visits a plant of a supplier in connec- 
tion with the contract would be an ad- 
missible cost; the travel expense of the 
Purchasing Agent or a contract negotiator 
of the university who made a trip for a 
similar purpose would not be admissible. 
It must be admitted that this interpreta- 
tion is much more practicable administra- 
tively than would be a broader interpreta- 
tion. On the other hand, the limitation as 
direct charges of traveling expenses of only 
those personnel directly engaged on the 
contract should clearly end any argument 
about the need for screening out of indi- 
tect costs the traveling expenses of person- 


nel other than those working directly on 
the contract. Travel by administrative, 
accounting, and legal personnel may also 
be necesory and should be included in in- 
direct costs. Traveling expenses which can 
be allocated directly to other contracts or 
projects should, of course, be excluded 
from indirect expenses in the same manner 
as would the expenses charged directly to 
the particular Government contract. 

Ordinarily there would appear to be 
little difficulty with insurance premiums. 
Such costs are frequently covered by con- 
tract provisions, the insurance coverage 
being restricted to specific types. Likewise 
subcontract costs are frequently, if not 
usually, provided for specifically by con- 
tract provisions, with the requirement 
that the terms of the subcontract be ap- 
proved by the Government prior to exe- 
cution. 

Payments to annuity, funds or for an- 
nuity policies may be treated as direct 
charges to the extent applicable to a Gov- 
ernment contract, but in that event there 
is imposed an arbitrary restriction on the 
inclusion of any such costs in indirect ex- 
penses. This point is discussed later. 


INDIRECT EXPENSE 
Reimbursement Basis 


The Statement of Principles provides 
the following general bases for the alloca- 
tion of indirect expenses:* 


1. A predetermined percentage of direct sala- 
ries and wages chargeable to and specified in 
the contract. 

2. A predetermined percentage of total direct 
costs chargeable to and specified in the con- 
tract. 

3. A fixed amount per month, or other unit of 
time during the term of the contract, and 
specified therein. 

4. Periodic allocation of the indirect expense 
actually incurred. 

5. Any other reasonable basis consistent with 


Par. 23(a). 
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recognized business practices which may be 
mutually agreed upon by the two parties 
and specifically authorized in the contract. 


It is important to note the emphasis 
placed on including in the contract a 
specific statement of the basis to be used 
and, for three of the five bases, the empha- 
sis placed on adopting a predetermined 
percentage or amount to be used in comput- 
ing costs for reimbursement. The State; 
ment of Principles further indicates that 
the first method listed above (salaries and 
wages) will “ordinarily” be used. Regard- 
less of the particular base selected, the 
acceptance of such base prior to perform- 
ance obviates much of the controversy 
which sometimes occurs when the selection 
of a base is deferred until after the contract 
is underway. Obviously it should be possi- 
ble for the institution and the Government 
to agree upon a method of allocation in 
advance of performance and to formalize 
the agreement by contract arrangement. 

The inclusion in the contract of a pre- 
determined rate may be more difficult to 
accomplish than an agreement upon a 
method whereby the rate is to be deter- 
mined. The principal difficulty is the 
period involved. The current practice of 
including in the contract a provisional 
rate for which a negotiated rate is to be 
substituted later by amendment does not 
appear to violate the intentions of the 
Statement of Principles. 

The Statement of Principles also pro- 
vides that a single predetermined percent- 
age will be applicable to all Government 
contracts with an educational institution 
for a particular period. The rate is to be 
based on the year just closed and is to be 
negotiated forward for the remainder of 
the fiscal year ‘or for such other period in 
excess thereof as may be provided in the 
contract.’ 


Par, 23(b). 
6 In addition there is a provision for a change in the 
predetermined rate in the event of an extraordinary 
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COMPOSITION OF TOTAL INDIRECT 
EXPENSE 


Indirect expenses include all expenses 
ordinarily classified as “general adminis- 
tration” and “general expense’””* with the 
exception of certain costs specifically 
listed by the Statement of Principles as 
inadmissible. The following types of ex- 
pense included in general administration 
and general expense are commented upon 
individually in the Statement of Principles. 


Group Insurance, Annuity Premiums and 
Pensions 


The Statement of Principles provides 
for allocating these costs to instruction and 
research, and to non-educational activi- 
ties, on the basis of total salaries and 
wages. Such costs may also be treated as 
direct charges to the extent allocable to the 
contract, but in that event “no part of 
such expense shall be included in the in- 
direct expense used in computing the in- 
direct expense rate.’”’”’ The reason for this 
restriction is not clear. The portion of such 
expenses which could be supported as 
direct charges to the contract would neces- 
sarily be limited to that part associated 
with direct salaries and wages charged to 
the contract. It would then be proper to 
exclude from consideration as part of the 
indirect expense all costs of group insur- 
ance, annuity premiums and _ pensions 
directly applicable to other research work 
and to instructional and non-educational 
activities. However, it would not be proper 
from an accounting standpoint to also ex- 


change in the operations and circumstances of the in- 
stitution which would produce a material change in the 
applicable rate. The change may be requested by either 
the Government or the institution. This provision 
should enhance the willingness of both parties to adopt 
predetermined rates. See Par. 23 (a) and Par. 34. 
26 In explanation of these titles, reference is made in 
the Statement of Principles to “Financial Reports for 
Colleges and Universities,” compiled by the National 
Committee on Standard Reports for Institutions of 
Higher Education, University of Chicago Press, 1935. 
37 Par. 26. 
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clude from indirect expense the charges for 
group insurance, annuities and pensions 
applicable to salaries of personnel engaged 
in such work as general administration, 
maintenance, and library work. The re- 
striction cited appears to be an arbitrary 
administrative determination rather than 
a policy based on what the Statement of 
Principles occasionally refers to as “sound 
accounting practices.” 


Operation of Library and Use of Library 
books 


The Statement of Principles sets forth 
the thesis that maintenance and operating 
expenses of the library and expenses inci- 
dent to the use of library books should be 
shared by Government contracts. Such 
costs are interpreted as exclusive of “ex- 
penditures for the purchase of equipment, 
books, periodicals, and cost of major re- 
habilitation and improvements.’*® The 
Statement of Principles also provides for a 
fixed yearly rate of four cents for each 
volume which “may” be included in indi- 
rect expense to cover costs incident to the 
use of books. No indication is given as to 
the reason for adopting this particular 
rate, but this optional method appears to 
be advantageous to the institution in 
comparison with other methods which 
would necessarily involve determining and 
substantiating a different “use charge.” 

The Statement of Principles provides 
that “the total library expense, including 
the use charge . . . may be allocated on the 
basis of the institution’s population (in- 
cluding students), total salaries and wages, 
or direct departmental charges.” A prora- 
tion of library expense on the basis of 
either salaries and wages, or direct depart- 
mental charges would usually result in in- 
cluding a much larger amount in the indi- 
rect expense to be prorated than would a 
proration based on population. However, 


8 Par. 27. 


the Statement of Principles indicates that 
the proration based on population is “pre- 
ferred” and if either of the other two meth- 
ods is used the result should be compared 
with the results of a proration on the popu- 
lation base ‘“‘to determine that the allow- 
ance does not excede a fair and equitable 
amount.” 

It is recognized that an accurate pro- 
ration of library expenses is difficult at 
best and that an administrative determi- 
nation is required. However, the practical 
results of the method used will usually be 
an extremely small amount of reimburse- 
ment on Government contracts for library 
expenses. 


Operation and Maintenance of Physical 
Plant 


This group of expenses is exclusive of 
expenses of auxiliary enterprises and other 
non-educational activities and, of course, 
the acquisition cost of equipment. The 
Statement of Principles lists janitorial 
service, heat, light, power, water, gas, 
supervision, repairs of buildings and equip- 
ment, care and maintenance of grounds, 
police and watchmen, property insurance, 
rents for property rented for institutional 
purposes, general trucking and operating 
expense of general storerooms (not in- 
cluded elsewhere) and other similar ex- 
penses. 

The Statement of Principles resolves the 
much-debated question of depreciation on 
university buildings and equipment. An 
arbitrary rate of two per cent of original 
cost is established for buildings (exclusive 
of buildings provided by Federal funds and 
original cost of grounds). Equipment is to 
be depreciated at 10% if the institution’s 
records reflect the cost of the original com- 
plement of equipment or at the rate of 
6 2/3% if the institution maintains current 
records of usable equipment on hand. If 
cost records have not been maintained, the 
Statement of Principles indicates accept- 
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ance of the use of a “reasonable estimate”’ 
for either the currently usable equipment 
or the original complement. 

When a Government contract is per- 
formed in a segregated facility, the State- 
ment of Principles indicates that a direct 
charge is preferable for the cost of operat- 
ing and maintaining such facility rather 
than including such costs in the indirect 
expense for proration. However, no pro- 
vision is made for eliminating from indirect 
expenses the comparable costs for other 
facilities devoted to other work. From an 
accounting standpoint such elimination 
would seem necessary. As an example, 
assume that a direct charge is made to a 
Government contract for janitorial service 
in a segregated laboratory. There would be 
little reason for that Government contract 
to absorb any portion of the cost of jani- 
torial services in other buildings devoted 
to classroom and laboratory use of for 
other research work. 


Expenses of Auxiliary Enterprises and 
Allocation of Indirect Expenses 


Auxiliary enterprises include such activ- 
ities as residence and dining halls operated 
for the benefit of students and faculty 
members. Non-educational activities, 
which are grouped with auxiliary enter- 
prises, include such items as memorial 
chapels. The Statement of Principles re- 
quires that indirect expenses must be 
apportioned in part to such auxiliary and 
non-educational activities.” 

The purpose of this allocation is to leave 
a net total of indirect expense which is 
applicable to instruction and research.*° 


29 Par. 35. The following specific methods of prora- 
tion are provided in paragraph 36: Operation and main- 
tenance of physical plant on the basis of the square or 
cubic footage of the buildings, except where expense ac- 
counts for individual buildings are maintained; Group 
insurance, annuity premiums, and pensions on the basis 
of salaries and wages; General administration, general 
expense and “‘all other indirect expense” on the basis of 
total expenditures. 

0 Par. 37. 


This net total is divided by the base factor 
(preferably salaries and wages) to arrive at 
the rate which is used to allocate indirect 
expense to the Government contract. 


INADMISSIBLE COSTS 


The Statement of Principles includes a 
list of expenses which are considered to be 
“inadmissible” for reimbursement by the 
Government. Certain of these exclusions 
are entirely logical from an accounting 
point of view; others have customarily 
been made on Government contracts; 
certain others are unusual and the decision 
to exclude these costs can only be justified 
on the basis of a bargaining operation. 
Following are the items of cost listed as in- 
admissible in the Statement of Principles:*! 

1. Salaries, wages and expenses of deans of 


schools, and heads of instructional depart- 
ments, and their offices. 


The salary of a dean or departmental 
chairman “may be included . . . as a direct 
charge where research and development 
work is undertaken directly by him, pro- 
vided it is authorized by the .. . contract 
or by the contracting officer in writing.” 
With the exception of direct charges speci- 
fically authorized, the various deans and 
departmental chairmen’s “‘salaries, wages 
and expenses” and similar costs of their 
offices are summarily dismissed from the 
picture and may not be included as either 
direct or indirect costs assigned to a Gov- 
ernment contract. These expenses are ex- 
cluded in order to offset an unduly heavy 
portion of “general administration” and 
“general expense” which under the pro- 
visions of the Statement of Principles 
might be allocated to Government con- 
tracts. The Statement of Principles states 
that the two groups of items are considered 
as reasonably offsetting each other in most 
instances. 


2. Costs directly related to auxiliary enter- 
3 Par, 38, 
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prises and activities. Such costs are logically 
excluded. 

3. Costs related to extension, and organized 
activities relating to instructional and re- 
search departments. 


A number of examples are given such as a 
medical school hospital and a home eco- 
nomics cafeteria. The intention of the 
Statement of Principles is to treat such ac- 
tivities as auxiliary operations. There is, 
however, an exception provided if the in- 
stitution “‘can clearly demonstrate that 
the activity is predominantly devoted to 
instruction and research rather than to 
commercial and service functions,’*? or 
where “‘part of the research contracted for 
is to be performed by or in such ac- 
tivities.’ 

The exclusion of such expenses does not 
seem quite as logical as the exclusion of 
expenses of auxiliary activities although 
the Statement of Principles places the two 
groups in the same position. Several of the 
types of activities listed, such as medical 
school hospitals, would seem to have at 
least a strong and valid association with 
other costs of graduate and post-graduate 
training. Much of the work on research 
and development contracts for the Govern- 
ment is done by graduate and post-gradu- 
ate personnel as a coordinated part of 
their advanced training. 


4. Other non-educational activities and ex- 
pense. 


A number of activities and types of ex- 
penses are listed, such as operation of 
memorial chapels, costs of financial cam- 
paigns, and student aid, which are logi- 
cally excluded from costs to be prorated to 
Government contracts. 

5. Costs relating to museums and similar ac- 

tivities. 

Such costs are to be excluded, whether 
handled separately or as part of library 


82 Par. 35, footnote 4, 
33 Par. 38(c). 


expense, unless the institution “can dem- 
onstrate that the museum or similar activ- 
ity is directly related to work under Gov- 
ernment . . . contracts.”’ The exclusion of 
such costs seems generally defensible when 
the usual type of Government research or 
development contract is considered. How- 
ever, a case can also be made for including 
such costs on the grounds of general in- 
structional and research expense. 


6. Cost of new additions or replacements of 
equipment and books. 


Exceptions are to be provided by contrac- 
tual arrangement or by specific authoriza- 
tion of the contracting officer. 

7. Interest on borrowed capital or temporary 


use of endowment funds. 
8. Bond discount or finance charges. 


Interest costs are to be excluded ‘however 
represented.” This exclusion is reasonable 
to the extent that the Government is able 
and willing to provide advances of funds to 
carry on research and development work. 
However, if advance funds cannot be ob- 
tained, this particular exclusion might 
prove to be an obstacle in the way of plac- 
ing research and development contracts. 
The Statement of Principles applies only to 
research and development contracts on 
which there is to be neither fee nor profit 
and the unreimbursed costs on certain jof 
these contracts may and in some cases 
today actually do amount to substantial 
sums. An institution might hesitate to 
undertake a contract for research or de- 
velopment work if the institution would 
have to finance costs by borrowing for 
a 60 to 90 day period. Nevertheless, the 
exclusion seems entirely reasonable unless 
waived by terms of the contract. 

9. Losses on other contracts “unless specifi- 

cally provided for in the contract.” 
10. Losses from sales or exchanges of capital 
assets. 


11. Fines and penalties. 
12. Losses on investments. 
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13. Bad debt losses and expenses of collection 
and exchange. 


These exclusions have been customarily 
made in Government contracts and seem 
entirely reasonable in relation to research 
and development work performed for the 
Government. 


SUMMARY 


The Statement of Principles provides a 
guide for determining costs of research and 
development contracts. It should assist in 
both the formulation and the administra- 
tion of such contracts and should help rep- 
resentatives of educational institutions as 
well as personnel of the Army and Navy. 
This guide should prove to be extremely 
helpful in the drafting of contracts since it 
points up specifically which types of costs 
customarily require contract authorization 
and which costs are reasonably assignable 
to the contract in the absence of prohibi- 
tive or permissive provisions in the con- 
tract. The Statement of Principles should 
facilitate the drafting of contracts which 
will be coordinated with the intentions, 
suggestions and words of warning included 
in the Statement of Principles. 

The principal contribution of the State- 
ment of Principles will be in relation to in- 
direct expenses. No single document of this 
type can settle, in advance of actual per- 
formance, all of the questions which will 
arise regarding expenses to be prorated 
and the most equitable methods of prorat- 
ing such expenses. However, the State- 
ment of Principles does bring to a conclu- 
sion many points which have caused 
endless discussion and prolonged negoti- 
ation in the past. Some of these points 
have been resolved in a highly arbitrary 


mannner; nevertheless, here are specific 
answers which appear to be generally 
practicable. 

The Statement of Principles is stated 
for the most part in accounting terms and 
has been built around accounts and ac- 
counting categories of expenses and costs. 
However, it is not an accounting docu- 
ment, and should not be considered as 
such. It is a realistic and matter-of-fact 
survey of the types of costs encountered in 
the performance of a research or develop- 
ment contract for the Army or Navy by an 
educational institution. 

The Statement of Principles is specifi- 
cally restricted to research or development 
“cost”? contracts which do not involve fee 
or profit and is to be applied in determining 
the admissibility of costs only upon agree- 
ment of the institution and the Govern- 
ment. These restrictions upon the scope of 
the Statement of Principles are clearly set 
forth. However, it is extremely doubtful 
that the use of the Statement of Principles 
will be limited in this manner. The prob- 
lems encountered in determining costs 
reasonably applicable to a fixed-price con- 
tract with a redetermination provision, to 
cite one example, are but little different 
from those surveyed and resolved in the 
Statement of Principles. It is at least un- 
likely that the philosophy of the State- 
ment of Principles will not permeate the 
negotiation of costs of the fixed-price con- 
tract. Consequently, we have in reality a 
Statement of Principles which will influ- 
ence the compiling and negotiating of 
costs of all types of Government research 
and development contracts administered 
by educational institutions. 
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DONATED FIXED ASSETS 


DANIEL BortTH 


of the “‘cost basis” of valuation and 

income determination in accounting 
are impelled to approve an exception in the 
case of donated fixed assets. The usual 
reasons for suggesting the recording of 
donated fixed assets at appraisal figures 
are: (a) the degree of understatement of 
asset valuations which would otherwise 
result, and (b) the need for recording the 
fact that a new asset has been brought into 
the enterprise. 

Most of the writers agree that donated 
fixed assets should be recorded at appraisal 
figures by an entry debiting fixed assets 
(i.e. the account title of the specific asset) 
and crediting donated surplus. There are 
those who see no objection to crediting 
paid-in surplus or capital surplus, depend- 
ing upon the sources of the donation and 
the suggested breakdown of the surplus ac- 
counts. There is general conformity to the 
view that earned surplus should not be 
credited in any case. Further, if there are 
subsequent expenditures incident to the 
acceptance or to complete control or title, 
there is agreement that such expenditures 
should be charged against the donated 
surplus. Many recommend the entries 
which should be made if depreciation on 
donated fixed assets is charged against 
revenue, but have varying degrees of 
qualifications on this point. If depreciation 
is charged to revenue, most writers suggest 
a companion entry debiting donated sur- 
plus and crediting earned surplus. 

But this apparent harmony does not 
augur complete solution of all problems 
related to donation of fixed assets. In fact, 
further study indicates that this area is 
fraught with many unsolved and little 
discussed problems, many of which have 


Re THE MORE convincing advocates 


broader implications reaching into the 
fundamental concepts of accounting. 
Some of these are: 


1. Is there any consistency between the cost 
basis of accounting and the recording of donated 
fixed assets at appraisal figures? 

2. Is the donation of a fixed asset an addition 
to “capital” or “income”? 

3. If the donee incurs expenditures incident to 
acceptance or to complete title or control of the 
donated fixed asset, should such expenditures al- 
ways be charged to the donated surplus? 

4. To what extent should the purpose or terms 
of the donation affect the recommended account- 
ing treatment of transactions involving donated 
fixed assets? 

5. Assuming that donated depreciable fixed 
assets are recorded at appraisal figures, should 
such assets be depreciated through charges 
against revenue? 

6. Assuming that depreciation on donated 
fixed assets is charged to revenue, should this 
charge be accompanied by a companion entry 
transferring an equal amount from donated to 
earned surplus? 

7. If the donor contributes cash or other 
readily convertible assets to the business entity 
with the understanding that a fixed asset be pur- 
chased therefrom, should the donation be credited 
to donated surplus or revenue? What effect should 
the subsequent purchase of the fixed asset have 
upon the disposition of the surplus previously 
credited? 


RECORDING OF DONATED FIXED ASSETS 


Most sources concede that the admission 
of donated fixed assets to the accounts at 
appraisal figures is inconsistent with the 
cost basis of accounting. But, instead of 
recommending that the donated assets be 
recorded at the nominal figure of one 
dollar, the booking of the asset at appraisal 
figures is not only recommended but pre- 
ferred. In justifying their stand, Paton and 
Littleton state that “Every economic 
facility employed by the enterprise, re- 
gardless of its origin, should be carefully 


\ 

| 
| ‘ 
> 


administered and recognition in the ac- 
counts of all such facilities is necessary to a 
proper computation of earning power.’ 
But, it seems appropriate to inquire, 
“Earning power on what base?’ Surely 
not on “cost,” for the recommended proce- 
dure brings a non-cost item into the 
accounts. Surely the base is not “present 
value” or “business value,” for then the 
allegiance of the writers to the cost basis is 
difficult to explain. 

Finney justifies the booking of donated 
fixed assets at appraisal figure on the 
grounds that his “rule (of valuation at 
cost) might result in an injustice to the 
business by requiring it to present a balance 
sheet in which its assets were grossly un- 
dervalued—.’’? Newlove, Smith and White 
characterize the omission of the donated 
fixed assets as “exhibiting a balance sheet 
unfair to business.’ But here it is cogent 
to ask, “‘Isn’t the understatement of the 
value of any asset ‘unfair’ to the business?” 

There are those who would object to the 
implications of the last question by retreat- 
ing to the stronghold of ‘“‘objectivity.” 
Yet, is the appraisal of a donated fixed 
asset actually more objective than the 
write-up of a fixed asset in possession of the 
business entity? Does the fact that a physi- 
cal item of property has been received 
coincidentally with the appraisal proce- 
dure give any greater objectivity to the 
valuation process? This is a question 
which will be given further treatment 
later. 

Others, as Gilman, state that the “valu- 
ation established for such donated prop- 
erty is, therefore, only a symbol for record 
keeping purposes and the offsetting credit 

1 Paton, W. A. and Littleton, A. C., An Introduction 
to Corporate Accounting Standards (American Account- 
ing Association: Chicago, 1940) p. 28. 

2 Finney, H. A., Principles of Accounting—Inter- 
mediate, 3rd Ed. (Prentice-Hall, Inc.: New York, 1946) 
Pl ah G. H., Smith, C. A., and White, J. A., 
Intermediate Accounting (Heath: New York, 1939) p. 
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representing an indeterminate amount of 
unrealized income is correspondingly only 
a symbol.’ Paton and Littleton have con- 
cluded that “gifts, for example, must be 
priced for record although no measurable 
consideration has passed.””® 

If the sole purpose of the accounting 
entry is to indicate the existence of the 
asset, this purpose could be served by 
stating the asset at a nominal one dollar. 
Surely if donated assets ‘“‘must” be 
“priced for record,” this record need not 
result in a ledger entry. Such pricing for 
record could well be in the files or minutes 
in the same manner as the latest appraisal 
data on other assets. For those who insist 
that such records appear on published 
statements, such appraisal data might be 
reported parenthetically on published 
statements in the same manner as cost 
advocates suggest for other appraisal data. 
The unanswered question is, “Why must 
such data be entered into the accounts in 
order to accomplish the avowed purpose of 
‘pricing for record?’”’ 

In more recent cases of the valuation of 
property in law, the courts have been de- 
parting from the tendency to see value asa 
necessary attribute of each and every 
specific holding of a physical asset. Thus, 
the economic concept of value has been 
slowly casting its influence upon the think- 
ing of the courts.® It is probably more 
difficult for accounting to cast aside its 
customary association of value with the 
physical object, since it is the practice to 
assign ‘“‘values” to each specific recorded 
asset. 

Greater objectivity is not nesessarily 


‘Gilman, Stephen, Accounting Concepts of Profit 
(Ronald Press: New York, 1939) p. 479. 

5 Paton and Littleton, op. cit., p. 12. 

6 “But the process of education is a slow one, and 
the tendency of the courts to break away from the no- 
tion of a ‘physical value’ or an ‘intrinsic value’ based 
on past cost rather than future opportunities, is still in 
the transitional stage.” Bonbright, J. C., Valuation of 
a Vol. I, (McGraw-Hill: New York, 1937) p. 
109, 
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present in the valuation process merely be- 
cause the valuation is coincidental with 
the acquisition of a new donated asset. 
The concept of value is centered in the ex- 
pectations of income and not in the physi- 
cal thing. Property (the physical thing) 
has no intrinsic value apart from its ability 
to produce income. Thus, it is most diffi- 
cult to assign a market value with real 
objectivity and certainty to a specific 
donated asset which is added to the sum- 
total of entity-resources—all of which 
contribute jointly to the income-expecta- 
tions of the enterprise. Further, there is 
little, if any, fundamental difference be- 
tween the valuation technique employed 
in appraising donated fixed assets and that 
used in appraising purchased fixed assets. 
It is difficult to explain why the appraisal 
of donated fixed assets possesses that de- 
gree of objectivity by which the accoun- 
tant may record such data with confidence, 
while rejecting the record of an upward 
appraisal of purchased fixed assets on the 
grounds of absence of objectivity. Neither 
is based on a measurable price. 


CAPITAL VERSUS INCOME 


If the cost basis of accounting consist- 
ently prevails, the “capital” versus “in- 
come’’ controversy has no application to 
the problem of donated fixed assets. An 
unrecorded non-cost item could be neither 
capital nor income. 

But since writers in accounting deviate 
from the cost basis in this type of transac- 
tion, they are confronted with the solution 
of the controversy. Writers generally 
agree that the credit from donations should 
be made to a “capital” account, namely, 
donated surplus. Rarely do they suggest 
that the credit be made to revenue, except 
in the case of small incidental cash dona- 
tions. Gilman, however, characterizes the 
donations of cash (apparently regardless 
of amount and purpose of gift) as a “true 
accounting profit, albeit of an extraordi- 
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nary and non-recurring type.””” 

Some writers are prone to base their 
decision as to whether donations are 
appropriately credited to “income” or 
“capital” solely on the test of realization. 
Thus, if the donation is “realized” by the 
minimum standards of revenue under the 
cost basis of accounting, these writers con- 
clude that the item should be credited to 
revenue. 

Some of those who characterize dona- 
tions as ‘‘gains’” seem influenced by the 
view that the stockholder-interests have 
augmented their equity in the enterprise 
without contributions or sacrifices on 
their part. These writers do not consider 
the donation of the asset as analogous to 
payments by stockholders for subscrip- 
tions to stock, since “outsiders” are in- 
volved. Reasoning from the premise that 
the transaction is somewhat similar to a 
non-operating income, they apply the test 
of realization to determine the revenue 
aspects of the transaction. At this point, 
they seem to conclude that donations of 
“cash and other assets readily convertible 
into cash” are revenue and donations of 
fixed assets are capital.® 

But, donations should not be adjudged 
revenue solely by the test of realization, 
for otherwise all realizations from what- 
ever source would be deemed revenue and 
find their way into earned surplus. Many 
items of capital surplus are “‘realized.” 

On the other side, those who view dona- 


7 But see Paton, W. A. (ed.) Accountants’ Handbook 
(Ronald Press: New York, 1947) p. 198, which suggests 
that the credit arising out of the donation of a fixed 
asset might go to a “‘special income account.” 

“,. incidental contributions such as ‘conscience 
payments’ which are received from time to time... 
may be reported as non-operating income.” Paton and 
Littleton, op. cit., p. 61. 

8 Johnson, A. in his Intermediate Accounting (Rine- 
hart & Co.: New York, 1947) p. 326 characterizes the 
acquisition of donated fixed assets as a “realized addi- 
tion to capital.” This concept of realization differs ma- 
terially from “the usual position.” See Paton, W. A. 
Advanced Accounting (Macmillan: New York, 1947) p. 
453. 
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tions as augmentations and additions to 
capital seem to place emphasis on: (a) the 
effortless aspects of the donation from the 
viewpoint of the stockholder (hence, they 
exclude the donation-credit from revenue 
which is associated with earned surplus),° 
(b) the non-recurring nature of donations, 
(c) the non-matching processes in trans- 
actions involving donations, and (d) the 
analogy between a contribution by a 
stockholder and a non-stockholder, both 
of which augment the equity of the stock- 
holder. 

It is suspected that both groups are 
strongly influenced by the fact that 
traditional accounting procedures supply 
only one Statement of Income (correlative 
with earned surplus) and any number of 
surplus (“capital’’) accounts. Thus, if the 
transaction does not meet the require- 
ments for “revenue,” the conclusion is 
frequently drawn that it must be “capi- 
tal.”” The conclusions might be different if 
accounting supplied a Statement of Do- 
nated Income correlative with Donated 
Surplus (and as many income statements 
as classes of surplus). 

No one standard or test should be em- 
ployed to determine whether donations 
should be credited to : (a) am income 
account associated with donated surplus, 
(b) directly to donated surplus, (c) the in- 
come account associated with earned sur- 
plus, or (d) directly to earned surplus. 
Rather, the following joimt standards 
should be controlling: (a) the purposes or 
the dedicatory terms of the donations, (b) 
the period over which the “benefits” are 
expected, (c) the relation of the donation 
to the efforts and sacrifices of the organiza- 
tion, and (d) the criteria of revenue under 
a cost basis of accounting. 


SUBSEQUENT EXPENDITURES 


Almost all writers in the field of account- 
ing categorically state that all expendi- 


® Newlove, Smith and White, of. cit. p. 398. 
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tures which are made for purposes incident 
to the acceptance of donations or to com- 
plete control or quiet title, and which are 
made subsequently to the recording of the 
fixed asset (at appraisal figures) should 
be charged against the donated surplus 
account.!® No mention is usually made of 
the methods and the calculations of the 
appraisal procedure which would justify 
this suggested entry. 

But, if donated fixed assets are recorded 
at appraisal figures adjusted downward by 
the amount of expected subsequent expen- 
ditures, the actual expenditures, when 
made, should be charged to the asset 
account. On the other hand, if the donated 
asset were recorded on the basis of the 
holding of unconditional title, but later 
developments indicated certain deficien- 
cies, then the charging of the actual ex- 
penditures to donated surplus is appropri- 
ate." 

It is probably true that an appraisal 
figure on the basis of unconditional title 
can be estimated with greater precision 
than an appraisal based on incomplete 


10 “Costs incurred in connection with the acquisi- 
tion of donated surplus are properly chargeable to the 
donated surplus account.” Taylor, J. B. and Miller, H., 
Intermediate Accounting (McGraw-Hill: New York, 
1938) pp. 151-2. 

The Accountants’ Handbook, op. cit. p. 655 cites 
Taylor and Miller with approval. 

‘Any expense in connection with the acceptance of 
the gift is a proper charge against the donated surplus.” 
Kester, R. B., Advanced Accounting, 3rd ed. (Ronald 
Press: New York, 1947) p. 361. 

11 Almost all writers emphasize that donated fixed 
assets should not be recorded unless the ownership or 
legal title is “clear-cut, definite and certain.” Taylor 
and Miller, loc. cit. 

“Tf the gift is unconditional,” writes Finney, an 
entry should be made “‘debiting the asset account and 
crediting a capital surplus account—at a fair valuation.” 
But then Finney suggests that ‘“‘any expenses incident 
to the acceptance of the gift, such as costs of dis- 
mantling, or disposing of an old plant or moving ex- 
penses may be offset against the capital credit.” Finney, 
op. cit. pp. 305-6, Note: But it would appear that if the 
asset were booked at a “fair valuation” (as previously 
defined by Finney) prior to the expenditures for dis- 
mantling and moving, the asset would be overstated on 
the accounts. The fair valuation should have been ad- 
justed to the extent of the estimated dismantling and 
moving expenses prior to recording in the accounts. 
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control. But it is important to note that if, 
at the date of the recording, the manage- 
ment has knowledge of the necessity of 
making further expenditures for the above 
purposes, the appraisal figure (based on 
unconditional title and complete control) 
should be revised downward before being 
recorded in the accounts. 


DEPRECIATION ON DONATED FIXED 
ASSETS 


Those who profess the cost basis of 
accounting not only advocate the booking 
of donated fixed assets at appraisal figures, 
but frequently acquiesce in the charging of 
depreciation on donated fixed assets to 
revenue.” The usual justifications for this 
stand are: (a) the business entity receives a 
benefit from the use of donated as well as 
purchased fixed assets, (b) depreciation is 
a phenomenon of donated fixed assets as 
well as purchased fixed assets, (c) the 
practice will place the statements of in- 
come of the donee on a comparable basis 
with those of business entities possessing 
only purchased assets,!* and (d) deprecia- 
tion on donated fixed assets is required for 
the cost imputations of the cost account- 
ant. 


12 These writers may be influenced by the analogy to 
the recommended treatment of depreciation on ap- 
preciation as advocated by Accounting Research Bulletin 
No. 5 (American Institute of Accountants, New York, 
May 1940). This bulletin, it will be recalled, concludes 
that if a business enterprise records appreciation, “‘it 
is necessary that the company charge income with de- 
preciation on the larger values represented...” in 
order to implement its original intention in booking 
the appreciation. 

8 Accounting procedure is not consistent in its treat- 
ment of subsidies. For example, a Chamber of Com- 
merce agrees to give the ABC Manufacturing Company 
the occupancy of a building for five years if it will locate 
in a particular community. Few, if any, accounting au- 
thorities adhering to the cost approach would advocate 
that the imputed value of the rental be charged to 
revenue. Yet, many will insist that a donated fixed asset 
be recorded and, once recorded, be depreciated against 
revenue on the benefit theory or the attainment of com- 
parability of statements. Yet, the “benefit” from the 
imputed rent is quite as real as the benefit from the use 
of the building as measured in terms of depreciation. 
This differentiation seems to be a case of an emphasis on 
the balance sheet rather than upon the determination 
of income, 


Convincing as these arguments may ap- 
pear at first, they will stand further analy- 
sis. Donations are frequently made by 
non-stockholders (and even stockholders) 
with the hopes and expectations that such 
gifts will induce the donee business to 
move to a particular community or to oper- 
ate under certain conditions. Such dona- 
tions are expected to offset in whole or in 
part the disadvantages of operating in less 
attractive locations and conditions. The 
value of the donation is a rough capitaliza- 
tion of the comparative disadvantages that 
the donee incurs through acceptance of the 
terms and conditions of the donation. 
Presumably the subsidy offsets, in whole or 
in part, some other operating expenses 
which are higher because the concern 
operates under the less favorable condi- 
tions. Thus, the gift may actually be a 
hidden subsidy which results in little or no 
net benefit to the business entity." 

There are those who state that depreci- 
ation on both donated and purchased 
fixed assets should be charged to revenue 
since depreciation is not a phenomenon 
peculiar to purchased fixed assets." 


14 Some accountants view the subsequent donation to 
the corporation of shares received for property as prima 
facie evidence of the original overvaluation of the prop- 
erty. Similar looking behind-the-transaction should be 
made to determine the motives for and the effect of an 
outright donation of property (i.e. apparently not re- 
lated to a previous transaction.) 

% In justifying the charging of depreciation on 
donated fixed assets, Arnold Johnson, in his Jmnter- 
mediate Accounting (Rinehart & Co.: New York, 1947), 
p. 327, states that the “‘capital of the owner of the de- 
preciating asset has been consumed in the operations. 
. .. This is true even though the asset in question is 
owned by donation rather than by the procedure of 
purchase or investment. Thus, with the debit to the 
fixed asset account and the credit to Capital Surplus, 
both real, the expense of depreciation also is real.” 

Fjeld, E. I. and Sherritt, L. W. state their position in 
a different vein: “... and it would seem that if there 
is no cost, there can be no depreciation. On the other 
hand, had the plant been purchased with funds provided 
by the sale of stock donated by the stockholders, no 
one would question the propriety of charging off de- 
preciation. The direct donation of an asset is no differ- 
ent.” Intermediate Accounting, (Ronald Press Co.: New 
York, 1942), p. 248. (Note: Later discussion in this 
paper questions the relationship of a donated surplus 
arising from the donation of stock which is later sold to 
provide funds to purchase fixed assets.) 
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Yes, donated depreciable fixed assets do 
depreciate! But, to deny that depreciation 
on donated fixed assets should be charged 
to revenue is not to deny the fact of de- 
preciation on donated fixed assets. De- 
preciation on donated fixed assets can be 
recorded without passing the charge 
through revenue. 

To reason further, it would appear that 
the charging of depreciation on donated 
fixed assets may even aggravate the prob- 
lem of comparison of incomes between 
enterprises operating with donated assets 
and enterprises operating with purchased 
fixed assets. To the extent that the dona- 
tion is a subsidy to offset other operating 
disadvantages (reflected in higher operat- 
ing costs in other categories), it is apparent 
that the charging of depreciation may tend 
to “double up” the charges rather than 
place the businesss entities on the desired 
comparative basis.’* Difficult as it may be 
to see and measure the exact effect on 
specific operating costs, the possibility of 
higher operating costs is real and should 
not be overlooked.” All donations are not 
benefits to the full extent of the donations. 
The accountant should look into the 
mouth of the gift horse! 

As noted above, other sources indicate 
that the depreciation on donated fixed 
assets must be charged to revenue in order 
that the cost accountant may impute 
costs on such non-cost items. But here, 


46 Some would contend that the goal of comparability 
of statements can never be attained under the limita- 
tions of present day accounting principles and pro- 
cedures. Others would categorically state that compara- 
bility of statements is not and should not be an avowed 
purpose of accounting. 

17 When the management of an enterprise is consider- 
ing whether the offer of a donation is sufficiently attrac- 
tive to persuade the removal of the plant to a less 
favorable location or condition, consideration is given 
to the extent to which the subsidy might offset the 
higher costs of the disadvantages incurred by an ac- 
ceptance of the offer. After the donation is accepted, 
management must continually study the relationship 
between the benefits of the subsidy and the actual 
operating costs. This study could be the basis of sub- 
sequent accounting entries. 


three points should be considered: (a) the 
recording of depreciation on donated fixed 
assets by charges to revenue is not neces- 
sary for the calculations of the cost 
accountant. (Many of his “costs” are 
“off-the-accounts” anyway; and, the nec- 
essity for the imputation of costs for proper 
costing is a problem much broader than 
the mere’ booking of depreciation on do- 
nated fixed assets.) (b) The cost account- 
ant should impute costs on the appraisal 
value of all assets and not merely upon the 
appraisal value of donated assets, and (c) 
the cost accountant should give careful 
consideration to the relationship of charges 
to other operating expenses to the real 
subsidy of the donation. 


WRITE-OFF OF DONATED SURPLUS 


Those who advocate the charging of 
depreciation on donated fixed assets to 
revenue frequently recommend that a 
correction be made by debiting donated 
surplus and crediting earned surplus.” 
Those who suggest this procedure admit 
tacitly, at least, that the charging of a non- 
cost item to revenue results in an under- 
statement of net income transferred to 
earned surplus. In other words, finding 
their procedure irreconcilable with the 
cost basis of account, they make correc- 
tions “‘by the back door.” 

The above procedure is frequently 
justified on the grounds that comparable 
income statements are thus obtained. 
Assuming that the argument for compara- 
bility has merit, it would appear more con- 
sistent with the cost basis of accounting to 
debit donated surplus and credit “other 
income” in the current income statement.” 

Taylor and Miller would not automati- 


18 Finney, H. A., op. cit. p. 306; Gilman, S., op. cil. 

r 19 This is a procedure suggested for the writing off of 
appraisal surplus. See Rorem, C. R. and Kerrigan, H. D. 
Accounting Method (McGraw-Hill: New York, 1942), 
p. 383. See also W. A. Paton (ed.) Accountants’ Hand- 
book, op. cit., p. 816. 
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cally transfer amounts from donated sur- 
plus to earned surplus equal to the amount 
of depreciation on donated assets charged 
to revenue. These writers would await 
formal action by the board of directors 
before making such a transfer.” 

It is difficult to explain why this trans- 
fer (from donated to earned surplus) 
should be related to any formal action by 
the board. To fail to make the entry cor- 
recting the earned surplus directly, or in- 
directly by way of the revenue account, 
would understate accumulated net income 
determined on a cost basis. 


FIXED ASSETS PURCHASED FROM CASH 
DONATIONS 


Writers in the field of accounting some- 
times point out that if cash were donated 
to the enterprise and subsequently used to 
purchase fixed assets, the donated surplus 
is related to the cash donation and not to 
the fixed assets. They reason that the sub- 
sequently purchased fixed asset is a “cost” 
which would justify the charging of de- 
preciation to revenue in a manner entirely 
consistent with the cost basis. Then, they 
further reason that this charge to revenue 
should be no different if there were a 
direct donation of the fixed asset to the en- 
terprise.” 

Difficult as it may be, the accountant 
should trace the effects of the subsidy in 
the accounts. If the cash donation were 
given for the purpose of subsidizing higher 
wage rates paid to employees of the donee, 
it would appear that donated surplus 
arising from the cash donation should be 
written off the books by debiting donated 
surplus and crediting wages expense, that 
is, if consistency with the cost basis is 
desired. The extent and the amount of the 
write off of donated surplus would be 
determined in the light of the expected 


0 Taylor, J. B. and Miller, H., op. cit. p. 173, 235. 
*t Fjeld, E. I. and Sherritt, L. W., op. cit. p. 248. 
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period of the benefit, of the donation and 
the relationship (of the donation) to the 
higher wage rates which were incurred as 
a condition of the gift. 

To apply this reasoning, and assuming 
that the cost basis of income determination 
is followed, if the cash donation were made 
with the understanding that a fixed asset 
be purchased with the donation, the do- 
nated surplus should “follow” the invest- 
ment of the donation. Depreciation on the 
fixed asset (purchased from the proceeds of 
the donation) should be recorded by debit- 
ing donated surplus and crediting reserve 
for depreciation. 


CONCLUSIONS 


The recording of donated fixed assets at 
appraisal figures is not consistent with the 
cost basis of accounting. There is no more 
reason for and no essential difference be- 
tween the writing up of one asset (a do- 
nated one) from “no cost’’ to an appraisal 
figure and writing up another asset (a 
purchased one) from “a cost’ to a higher 
figure based on an appraisal. Under the 
cost basis of accounting, donated fixed 
assets should be recorded in the accounts 
(if at all) at the nominal figure of one dollar 
with a parenthetical showing of the ap- 
praisal value on the statements. 

The appropriate placement of the credit 
upon the recording of donated fixed assets 
at appraisal figures should be determined 
in the light of joint standards or tests, most 
important of which are the purposes and 
dedicatory terms of the donation-agree- 
ment. 

Subsequent expenditures incident to the 
donation-agreement, to complete control 
or to quiet title to recorded donated fixed 
assets should be capitalized or charged to 
donated surplus, depending upon the ele- 
ments of the valuation process and the 
adjustments to the appraisal figure prior 
to entrance into the accounts. 

If donated fixed assets are entered into 
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the accounts, the entry should be treated 
as a balance sheet phenomenon. If the cost 
basis of accounting is fundamentally 
sound, it is even more desirable to preserve 
the cost basis in the determination of in- 
come.” The donated fixed asset should not 
be depreciated through charges against 
revenue. Depreciation should be recorded 
by debiting donated surplus and crediting 
reserve for depreciation. 

The charging of depreciation on donated 
fixed assets to revenue does not tend to 
place the income statements of the donee 

2 One error does not justify the commission of 
another. The error in booking donated fixed assets (for 
balance sheet purposes) is not corrected by the commis- 


sion of another error in charging depreciation thereon 
to revenue. 


enterprise on a comparable basis with 
those of other concerns. The problem of 
comparability is aggravated by such a 
charge, for the donation frequently offsets, 
in whole or in part, higher operating ex- 
penses in other categories. 

However, assuming the validity of the 
comparability argument, if the fixed asset 
is depreciated by charges to revenue, the 
preferred correlative entry would transfer 
an equal amount from donated surplus to 
“other income” in the statement of in- 
come. 

The accounting treatment of donated 
fixed assets abounds with many “princi- 
ples” which can scarcely pass the tests of 
consistency and logic. 
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PROBLEMS IN THE HANDLING OF 
LARGE SECTIONS IN ACCOUNT- 
ING BY THE LECTURE 
METHOD 


PERRY MASON 


some time been noted for an exten- 

sive use of large lectures in many 
courses, including some of the courses in 
accounting. The following description of 
the plan now followed for the first year of 
principles, the second year of principles or 
“Advanced Accounting,” and the elemen- 
tary cost accounting will serve as a back- 
ground for a discussion of the problems 
which arise in connection with the lecture 
method. 

The instructor lectures twice a week— 
two lectures of one hour each—on Tuesday 
and Thursday, and each student, in addi- 
tion, attends one two-hour laboratory ses- 
sion under the guidance of a laboratory 
instructor. The men in charge of the 
laboratory work in the advanced courses 
have the rank of Associate, have a master’s 
degree and are working toward the doctor- 
ate. Those in charge of the sections in the 
elementary course ordinarily are graduate 
students working toward the MBA degree, 
and they are given the title of Teaching 
Assistant. There are five lecture sections in 
elementary accounting, including both 
semesters of the course, of around 400 stu- 
ents each. Two of the lecture sections are 
handled by regular staff members and 
the others are assigned to experienced 
teachers who happen at this time to have 
the status of graduate students. The lec- 
ture sections in the more advanced courses 
are smaller—we try to keep them down to 
not over 150. The laboratory sections in 
all courses run from 20 to 30 students. A 


T= UNIVERSITY OF California has for 


laboratory section is really a combination 
of discussion and supervised study period. 
The instructor often spends at least half 
of the two-hour period discussing with the 
class the background of the problems as 
well as part of the solution; much of the 
students’ work is done outside of the regu- 
lar laboratory period. All of this certainly 
constitutes a minimum of instruction 
time—only four hours a week—and the 
student has to get along by himself to a 
considerable extent. 

The specific problems in connection with 
these large classes are mostly small matters 
but they add up to a formidable adminis- 
trative and teaching situation. One of the 
minor matters is the taking of the roll. If 
seats are assigned and attendance checked 
at each lecture, a considerable amount of 
planning and record-keeping is necessary. 
While we have in the past required attend- 
ance in some of the larger accounting lec- 
tures, and while some of us believe strongly 
that a record of attendance is important, 
we are at present taking advantage of the 
policy at the University of California of not 
requiring the keeping of attendance rec- 
ords, and are requiring attendance only at 
the laboratory sessions. Actually, of course, 
most students do attend the lectures with 
considerable regularity whether or not 
attendance is taken, and dropping the at- 
tendance record at lectures will simplify 
our administrative problem considerably. 

Another problem associated with the 
lecture method is how to persuade the 
student to do some work before he comes 
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to the lecture. We often tell the members of 
the class that we assume that they have 
read the assignment carefully, that we try 
to avoid repeating the text material in the 
lectures, and that there is little point in 
coming to the lecture if they have not read 
the text assignment. We frequently en- 
courage regularity of preparation, as well 
as attendance, by assigning a problem or 
two with each advance assignment which 
must be turned in at the beginning of the 
corresponding lecture period, before the 
material has been covered either in the lec- 
ture or in the laboratory. 

Correlation of the lecture and laboratory 
sessions is another problem. We try to keep 
the lectures a little ahead of the labora- 
tories and schedule all of the laboratory 
sections in a given course between two con- 
secutive lectures, that is, between Tuesday 
and Thursday, or between Thursday and 
the following Tuesday. In this way each 
student has had one or possibly two lec- 
tures on the material covered in the labora- 
tory problems, except during the few weeks 
when he is working on a practice set. A 
meeting of the lecturers and laboratory in- 
structors in each course is ordinarily held 
once a week. Attempts are made to work 
out an approximately uniform procedure 
for handling the lectures and laboratory 
work during the coming week, particu- 
larly as to the emphasis which is to be 
placed upon certain points. The assign- 
ments are, of course, uniform. Solutions to 
the problems are compared and acceptable 
alternatives approved. In this way the in- 
structor in charge of the course can keep in 
close touch with the various segments of 
his organization, make sure that all sec- 
tions are keeping up to the schedule, and 
encourage the teaching of the principles of 
accounting according to his interpretation. 
At the same time it is important to allow 
for some variation in procedure and inter- 
pretation so as to keep up the interest of 
the instructor. No teacher enjoys working 


in a mental straight jacket. 

The mechanics of handling the lectures 
present a number of problems. The use of a 
blackboard is essential, but difficult. In 
order for a student in the back row to see, 
the writing must be done on a large scale 
and consequently only a limited amount of 
material can be put on the board in connec- 
tion with the demonstration. A discipline 
problem is apt to be created by working at 
the blackboard, since giving a lecture toa 
large group always involves something of a 
dramatic performance and the lecturer 
tends to lose his grip on the situation when 
he turns his back on his audience to work 
at the board. Also, there is the matter of 
making the class hear. A lecturer must 
have an exceptional voice to get along 
without a microphone and loud speaker. 
The lapel microphone is superior to the 
stationary type since the instructor can 
move away from the lectern without 
having his voice become inaudible. We 
have not made use of visual aids suchas 
projectors and slides, but they present in- 
teresting possibilities. When the lecture 
group is as small as 150 or 200, questions 
from the floor can be handled without 
much trouble, but with 400 to 500 this 
procedure becomes a little difficult. The 
group of veterans we now have, however, 
do not hesitate to interrupt and ask ques- 
tions even in the larger classes. 

Special facilities are provided for final 
examinations, but our one-hour examina- 
tions given during the semester must be 
given in the lecture rooms. It is seldom 
possible under present conditions to get 
additional rooms so that the class can be 
spread out and a proper examination en- 
vironment maintained. The only solution, 
other than to rely upon an unrealistic 
amount of honesty, is to write more than 
one examination so that every other stu- 
dent will have a different set of questions. 
Twice last year, because of the physical 
arrangement of a class in a steep amphi- 
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theater, four different versions of the ex- 
amination were written so that every other 
student and every other row had a different 
set of questions. We solved the problem of 
distributing the questions by writing seat 
numbers on the papers and passing them 
out at the door as the students came in. We 
also used different colored paper so that 
the proctors could make sure that no two 
students having the same questions were 
seated together. The large numbers also 
create difficulties as to the type of question 
which can be used in an examination. It is 
dificult to get satisfactory grading of the 
essay type of question. Objective type 
questions are usually used to test the 
knowledge of theory and short problems 
are assigned to check upon technique. The 
laboratory instructors assist in reading the 
examinations. Daily lecture and labora- 
tory problems are read by undergraduate 
or graduate “‘readers.’’ While a record is 
kept of the problem work, the grade in the 
course is determined primarily by the re- 
sults on the examinations. 

The major problem, of course, is what 
to say in the lectures. Since there is a 
textbook, it is certainly a waste of time to 
try to develop the subject systematically 
as is necessary in nontextbook courses. 
The lecture is used primarily to expand 
the text material, restate difficult points 
in the instructor’s own language, and illus- 
trate the principles developed in the text. 
What we do ordinarily is to carry on a 
one-sided discussion, using as a basis for 
the discussion the questions and short 
problems in the text, including the prob- 
lems turned in at the lectures by the 
students. Some of us have tried the plan 
of asking the students to turn in written 
questions, indicating points which they did 
not understand from the text presentation 
or which they should like to have elabo- 
rated. While the class is assembling, we look 
them over, lay aside those which we do not 
care to discuss without further thought, 


sort out those which will be indicated as 
more suitable for individual conferences 
than for the lecture, and work the others 
into the lecture. Sometimes half or more 
of the time will be consumed with such 
questions. We also use the lecture periods 
to present the solutions to the one-hour 
examination. 

Any appraisal of the lecture method 
must admit that it is relatively ineffective 
and administratively complicated, but it 
cannot therefore be dismissed as a possi- 
bility since the present enrollment situa- 
tion has forced many schools to adopt the 
plan for a good many classes. Students do 
seem to adjust themselves to the situation 
and at least may benefit from the necessity 
of digging things out for themselves with a 
minimum of help from the instructor. We 
know, however, partly from our observa- 
tion and partly from expressed student 
opinion, that the students get much 
more out of the laboratory sessions than 
from the lectures. 

The variation of the lecture method 
which has just been described does not, 
however, compare unfavorably with all 
other systems. Lectures alone without the 
laboratory would certainly be very ineffec- 
tive. It may compare favorably with the 
plan of expecting almost every member of 
the business or economics staff to teach a 
section of accounting whether or not he 
has any special training or interest in the 
subject. A group of good graduate students 
can often do a better job for the beginning 
students than a group of part-time in- 
structors drawn from accounting prac- 
tice—the graduate student is closer to the 
student level and more available for con- 
sultations, grading of examinations, etc. A 
uniform schedule and uniform examina- 
tions are highly desirable. The laboratory 
period is important in giving the student 
assistance when he needs it most, when he 
is working on a specific problem. Where a 
senior member of the accounting staff 
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gives the lectures, and really does a serious 
job of preparation, the student gets a good 
deal out of even this relatively remote con- 
tact with a person of maturity and experi- 
ence. 

The writer’s concept of the best method, 
at least for the elementary course, is a 
combination of one lecture, two one-hour 
discussion sections, and one two-hour 
laboratory session a week. The lecture 
would be used for class organization, ex- 


aminations, discussion of the solutions to 
the examination questions, and for the 
presentation of certain selected topics 
which can be handled at least fairly well 
by a speaker. The student would thus get 
some opportunity to express himself orally 
and to participate in a class discussion, and 
the instructor would suffer less from frus- 
tration. The lecture method, however, 
while it involves a lot of planning and ad- 
ministrative work, is not hopelessly bad. 
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THE SELECTION AND EDUCATIONAL 
TRAINING OF COST ACCOUNTANTS’ 


Tuomas A. Bupp 


ACH YEAR THOUSANDS of young men 
k and women are graduated by the 


secondary schools and take their 
places in the financial and industrial world. 
Some of them enter business directly, some 
continue their education in the hundreds 
of liberal arts colleges, others enter engi- 
neering schools, while still others set out 
upon a collegiate program of education for 
business. Into whatever segment of educa- 
tion they go, many of them eventually 
enter training for the accounting profes- 
sion. Into the evening schools and the 
correspondence schools go many who are 
at the same time beginning their business 
careers. Furthermore, some who originally 
begin preparation for the law, for medicine, 
for dentistry, or for engineering, later 
change their objectives and aim toward the 
profession of accountancy. 

The drawing power of the profession 
stems first from the popular impression 
that accounting is “clean” work and lucra- 
tive. It stems also from the fact of the en- 
compassing incidence of the income tax; 
for who lacks knowledge of that necessary 
evil, and who is there who has not heard 
that the accountant is the man who knows 
all about it? The fact that many of these 
young men and women know little about 
the work of the accountant, the demands 
made upon him, or his responsibilities, to- 
gether with the fact that the idea is ram- 
pant that the mastery of accounting is akin 
to that of the mastery of arithmetic or 
algebra and as such can be learned without 
difficulty, is responsible for the increas- 
ingly large number of applicants for in- 
struction. While many of these applicants 


1An address before the Buffalo Chapter of the 


— Association of Cost Accountants, May 22, 
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may become excellent bookkeepers, some 
at least are totally unfitted for the profes- 
sional work of the accountant. 

That the duties of the profession require 
certain attributes and special skills is not 
realized by many of these young men, nor 
indeed by many businessmen. It is not 
usually assumed that everyone has the 
aptitudes necessary for an engineering 
career, or for success in the medical profes- 
sion, and it should not be assumed that 
every graduate of a secondary school has 
the aptitude to become a successful ac- 
countant. Were this fact more fully real- 
ized there would be fewer academic failures 
in accounting courses and fewer heartaches 
in accounting practice. 

Somewhere between the date of gradua- 
tion from the secondary school and the 
completion of the preliminary formal ac- 
counting education there should be a pause 
for the determination of the aptitudes of 
the student and for a forecast of the pos- 
sibility of his eventually reaching his goal. 
The accounting profession has been some- 
what tardy in encouraging a study of the 
individual, his interests, and his aptitudes. 
It has been assumed that the passing of a 
few formal courses of study furnishes the 
necessary equipment to become a satisfac- 
tory junior and later a successful senior. 
Only in recent years has anything tangible 
been done about the problem. In addition, 
educators have been dilatory in seeking 
ways and means to siphon into account- 
ancy those who display the qualities that 
are necessary for the profession. The result 
has been that many students who have 
been well qualified for this specialized type 
of work have entered other fields. Because 
there has been little testing of accounting 
aptitudes and little interest in such testing 
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on the part of educators, many students 
have grasped the first reasonable business 
opportunity, all unmindful that they 
possessed those qualities which might 
make them eminently successful in the 
field of accounting. That there has been a 
considerable amount of testing procedures 
in our schools and colleges is not to be de- 
nied because such has been the rule for 
years, but they have been somewhat hap- 
hazard and the student has been analyzed 
only in a general way without special re- 
gard to accountancy. Thus a student in a 
secondary school may be told that he 
should be a salesman, or an executive, or 
that he should aim toward the sciences; 
rarely is a specific professional goal pointed 
out to him. That many young men in busi- 
ness are “‘square pegs in round holes” is an 
indictment of the teaching profession. 
These young men have been ignorant of 
their own abilities and the direction in 
which those abilities pointed. 

To what extent can the ability of a pro- 
spective accountant be tested? Certainly 
it is not to be assumed that all the attri- 
butes necessary for success in accountancy 
can be measured by a yardstick, because 
there are measurable qualities and those 
which cannot be measured. Included in the 
former is, first of all, the predominating 
interest of the student. In recent years a 
test has been developed that indicates with 
little degree of doubt whether an indi- 
vidual’s interest lies in the things which 
are important for a given profession or 
business. This test, the “Strong Test,” has 
been extensively used in recent years. It 
has been the object of some criticism, and 
doubts have been expressed as to its effec- 
tiveness as applied to the accounting pro- 
fession. The critics have been either those 
who doubt the effectiveness of any testing 
program per se, or those who after serving 
many years in the profession have taken 
the test and have been told that account- 
ing was not their primary interest. It is to 


be hoped that both these groups will finally 
be persuaded as to the efficiency of the 
interest test because the results no longer 
seem to be open to question. If there is 
indication that an accountant has greater 
interest in another vocation there would 
seem to be reasonable doubt that he has 
pursued the type of work for which he was 
best fitted despite his evident success. 

In addition to the interest of the stu- 
dent, his aptitude for accounting work can 
also be measured. The measurement of 
aptitudes is not new; it has been used by 
the colleges for many years as a part of 
their admission procedure. Its application 
to the field of accounting, however, is re- 
cent. The Scholastic Aptitude Test used 
for college entrance is composed of two 
parts, the mathematical and the verbal. 
The mathematical test measures accuracy, 
speed, and the ordinary use of figures. The 
verbal test measures the general informa- 
tion of the student and his ability to deal 
with facts. In the case of a student who in- 
tends to enter the field of accountancy, 
greater weight should be given to the 
mathematical score, but excellency in this 
score does not compensate for a low verbal 
score. Both scores must be satisfactory to 
give indication of aptitude for college 
work. Some colleges use these tests as sup- 
plements to other examinations, other 
colleges use them in conjunction with the 
past academic record of the student. 

While these tests are invaluable to the 
admissions officer of a college, they are also 
of great value to the personnel officer after 
the student has been admitted. The corre- 
lation between the aptitude scores and the 
performance of the students after they 
have been admitted is impressive, so much 
so that it is possible to forecast with rea- 
sonable accuracy whether a student will 
be able to pursue his academic work with 
comparative ease and success, or whether 
he will have difficulty and only be able to 
pass his courses with the utmost diligence. 
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It is reasonable to assume that a type of 
testing program that has stood tests of 
time and results can be adjusted and 
pointed toward a particular objective. The 
American Institute of Accountants has 
been working toward this adjustment. In 
1943 a project was begun under the direc- 
tion of the Committee of Personnel of the 
Institute. The deliberations of the Com- 
mittee indicated that tests were needed in 
four main areas in the selection of account- 
ing personnel: (1) general mental fitness for 
accounting, (2) achievement in the princi- 
ples and practices of accounting, (3) in- 
terests, and (4) personal qualities. 

Tests in the first three of these areas 
were developed and in the fall of 1946 were 
ready to be used experimentally. It should 
not be long before aptitude for accounting 
work will be capable of being measured 
with a great degree of accuracy. 

At the Wharton School of Finance and 
Commerce, University of Pennsylvania, 
the Accounting Aptitude Test, or Orienta- 
tion Test, as it is called, was administered 
to approximately 700 students who were 
beginning the study of accounting. This 
was the test that was administered to 
12,482 students in 29 collegiate schools by 
the Committee on the Selection of Person- 
nel of the American Institute. The test 
does not cover course content but is in- 
tended to indicate the general aptitude for 
the study of accounting. The verbal section 
contained 75 vocabulary questions and 25 
reading questions based on paragraphs 
taken from business materials. The quan- 
titative or mathematical part contained 30 
business problems. All questions were of 
the multiple choice type. 

During the year data were received from 
the Institute concerning the test. These 
data included the names of the students, 
their scores in each section of the test, and 
their total scores, together with the per- 
centile rank of each student showing his 
place among those who took the test with 
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him. The elementary accounting course in 
the Wharton School is a required course 
given five hours each week for one semes- 
ter. Thus there were available, at the time 
of the receipt of the scores, the results of 
each student’s work in the basic account- 
ing course. A study of the orientation 
scores and the students’ grades gives some 
interesting data. 

a. Of those who were in the first quartile of 
the Orientation Test, 74% received grades of 
“A” or “B” in the elementary course; 23% re- 
ceived grades of “C” or “D”; and 3% failed. 

b. Of those in the second quartile of the Orien- 
tation Test, 59% received grades of “A” or 
“B”’; 31% received grades of “C” or “D”’; and 
10% failed. 

c. Of those in the third quartile of the Orienta- 
tion Test, 40% received grades of “A” or “B”; 
45% received grades of “C” or “D”; and 15% 
failed. 

d. Of those in the fourth quartile of the Orien- 
tation Test, 31% received grades of “A” or “B”’; 
47% received grades of “C” or “D”; and 22% 
failed. 

The results of the Orientation Test do 
not indicate that all students who were in 
the first quartile will make excellent ac- 
countants, just as they do not show that a 
student who was in the fourth quartile 
may not be successful in later accounting 
work. The chief advantage of the test lies 
in the fact that it segregates to a consider- 
able extent those who seem to have the 
greatest aptitude for work of this type. It 
provides a group that can be further tested 
as it proceeds in accounting training, the 
ultimate aim being the selection of the 
most likely candidates for accounting po- 
sitions. Furthermore, it gives some indica- 
tion as to those who should not major in 
accounting. 

Given the necessary inherent interest in 
accounting and at least a fair degree of 
aptitude, a third measurable factor is the 
performance of the student in formal ac- 
counting instruction. For this measure- 
ment achievement tests, or content exami- 
nations, are available. These are designed 
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to measure the amount of accounting prin- 
ciples and procedures the student has been 
able to absorb. The interest test and the 
aptitude test are given only once, at the 
beginning of the student’s accounting 
training; the achievement tests are given 
regularly as the student proceeds with his 
study of the subject. 

The achievement tests may vary from 
the familiar type used by the various State 
Boards to the more objective types 
modeled after the aptitude examinations. 
Great advantage would be derived from a 
series of national tests the results of which 
would indicate not only the rating of an 
individual as compared with a large num- 
ber of others, but also the rating of the 
contents of the various courses in the sev- 
eral colleges and the efficiency of the in- 
struction. 

The results of the interest, the aptitude, 
and the achievement tests will give the 
employer adequate information concerning 
the measurable qualities of an individual 
and enable him to choose men who are 
basically fitted for his needs. The greater 
the use of tests such as these, the greater 
will be the supply of qualified men who 
will await the call of the profession. 

Parenthetically, a word concerning the 
call of the profession may not be amiss. 
One of the reasons for the fact that ac- 
counting firms have not always obtained 
the best-qualified students has been their 
tardiness in making inquiries of the col- 
leges. It so happens that the ‘“‘open season”’ 
for obtaining the best of those students 
who will shortly be graduated comes early 
in the spring semester of the college year. 
This period coincides with the “open 
season”’ for the tax business of the account- 
ants. After March 15 of each year the ac- 
counting firms begin to think of additions 
to their staffs and when they get around to 
inquiring at the various schools of business 
they find that the most capable students 
have already been placed in positions. If 


the various accounting firms would con- 
cern themselves with the problem of ad- 
ditions to their staffs in December or 
earlier they would have a better group 
from which to choose. 

What qualities of the prospective ac- 
countant are immeasurable? First, there is 
no formal test for integrity. There is no 
yardstick in existence. The recommenda- 
tions of those who have known an indi- 
vidual intimately count for much, but in 
the final analysis integrity can only be 
tested by the exigencies of the business 
world. Just as bravery before a battle is no 
indication that a man will be brave under 
fire, so honesty and integrity must be 
demonstrated by actual experience. 

Second, judgment is immeasurable. This 
is an unknown quantity during the days of 
preparation, but a quantity that looms 
large later in the activities of the account- 
ant. No matter how much aptitude a man 
has for a job, no matter how great his in- 
terest may be, no matter how high his ideals 
and ethics, he will not be a success if he 
lacks judgment. This attribute is very 
necessary in all of the accountant’s work. 
The very accounts of a business, the prepa- 
ration of its statements, the formulation of 
its policies, all are based to a considerable 
extent upon the judgment of the account- 
ant. Whether it be in a problem of account- 
ing valuation, whether it be in the matter 
of the proper distribution of overhead, or 
in financial analysis, poor judgment can be 
the cause of tragic results. It is probably 
well that judgment cannot be formally 
measured because it arises only from ex- 
perience, and the young accountant on his 
initial venture is likely to demonstrate a 
lack of it that will not be borne out in his 
future development. 

The modern training of men for the ac- 
counting profession is not without its prob- 
lems. In the various collegiate schools of 
business very different theories concerning 
curricula and methods of instruction exist. 
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The Wharton School of Finance and Com- 
merce of the University of Pennsylvania 
was the first collegiate school of business 
in the United States. Founded in 1881, it 
has steadfastly continued to offer, in its 
undergraduate courses, work in technical 
business subjects and in those of a general 
educational nature side by side throughout 
a period of four years. Thus, in each of his 
four college years a boy pursues courses in 
the various fields of commerce and finance 
together with subjects chosen from the 
liberal arts curriculum. The members of 
the Wharton School faculty believe that 
this arrangement is the most satisfactory. 
They believe that the longer the period 
throughout which the business subjects are 
taught, the greater the assimilation of the 
materials by the students. They further 
believe that such a plan offers greater con- 
tinuity than one which has a distinct break 
half way through, at which point there is 
quite likely to be loss of coordination. 
Furthermore, from long experience it has 
been learned that a youth, once decided 
upon a business career, is impatient for 
specific training toward his objective. 

The number of collegiate schools of busi- 
ness that have adopted the plan used by 
the Wharton School is not great. Many 
schools which are distinctly undergraduate 
use the “horizontal approach” as opposed 
to the “vertical approach,” that is, they 
superimpose two years of training in tech- 
nical business subjects upon two or three 
years of liberal arts training. The Wharton 
School faculty is naturally prejudiced in 
favor of the “vertical approach,” although 
they can see some advantage in the greater 
concentration of the horizontal plan as far 
as certain work is concerned. They do not 
believe, however, that this advantage ex- 
tends to the field of accounting, a subject 
in which the constant repetition of small 
doses is more effective than fewer applica- 
tions of large doses. 

Graduate schools of business are by their 


nature forced to give their instruction in a 
two-year period. Dealing as they do with 
older men who have a more fulsome back- 
ground, they are able to turn out a very 
creditable product despite the evident 
handicaps. Accounting training at this 
level has its share of educational problems. 
Given a group of perhaps a hundred men 
who have been trained at as many as sixty 
or seventy different colleges, a group which 
includes some who have a smattering of ac- 
counting, most who have had none at all 
and many who have not even had a course 
in elementary economics, the problem of 
orientation so that they all may meet on a 
common ground is by no means simple. 
The lack of time in the training of these 
graduate students has to be considered and 
it is to be feared that in some cases the 
sound foundation in accounting which 
comes with repetition is not obtained. 
Criticism is frequently aimed at account- 
ing courses that force men to work labo- 
riously on practice sets and problems. The 
writer is old-fashioned enough to believe 
that such methods are necessary and that 
a great deal is gained by the student not 
only in the ability to think in accounting 
terms but also in obtaining some concept 
of the actual problems of those who build 
the accounting records. It is too frequently 
taken for granted that the mere reading of 
the description of a process is a substitute 
for actual practice. In the learning of a job 
there is no substitute for experience. 

A second problem in devising a curricu- 
lum concerns the number and the type of 
accounting courses which are to be offered. 
Here there are two schools of thought, cne 
placing the emphasis upon courses of a 
general accounting nature leaving the 
practical application to later experience, 
the other superimposing upon a lesser 
number of general accounting courses a 
series of courses in specific application. The 
first of these plans includes two or more 
courses in accounting fundamentals and in 
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addition general courses on cost, systems, 
and taxes. The second plan includes one or 
more basic practice courses plus a plethora 
of courses on specific accounting systems. 
Thus courses may be offered on accounting 
for gas companies, electric companies, rail- 
roads, department stores, and so on ad 
infinitum. Since no student has the time to 
take more than a certain number of hours 
in accounting, all of these courses cannot 
be taken and he must therefore choose 
rightly or wrongly of the tempting fare be- 
fore him. It would seem that more time 
devoted to fundamental principles would 
give, in the long run, a better foundation 
for later experience. 

What should be the minimum training 
in formal courses of study? Here is a prob- 
lem in educational philosophy. Presuma- 
bly training for accountancy should in- 
clude the amount of practical training that 
will give the proper foundation for later 
reading and study. But it should also in- 
clude material that will give a general as 
well as a specialized training. That the 
emphasis may be placed too heavily on 
courses of a specialized nature is just as 
dangerous as that too little emphasis may 
be placed thereon. This danger is most 
often present when the training is specifi- 
cally for examinations for the professional 
degree. 

All accountants are not certified public 
accountants and many do not aspire to be 
such. Many accountants are engaged in 
the industrial field and many practice 
public accounting without the official 
designation. But because accounting cur- 
ricula are aimed toward the passing of the 
examination, the requirements for the de- 
gree dominate the area of instruction. This 
leads to the important conclusion that a 
curriculum that has as its goal a particular 
examination or set of examinations tends 
to become restricted in its scope. 

The curricula of our secondary schools 
are patterned to a great extent after the 
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requirements of college entrance examina- 
tions. Within the last few years several 
critical statements have been made by 
prominent secondary school educators to 
the effect that secondary school education 
has been retarded by the hidebound re- 
quirements for college entrance. These 
criticisms are not without justification. 
The colleges require that a certain fixed 
number of credits be obtained for entrance, 
and they furthermore limit these credits by 
a fixed schedule of subjects. The secondary 
schools cannot evade the issue raised by 
these requirements and must pattern their 
curricula to meet them. In addition the 
contents of the past examination or exami- 
nations in a given subject result in an in- 
clusiveness and an exclusiveness of ma- 
terials. Such an arrangement is highly 
satisfactory to the colleges but does not 
foster great advancement in secondary 
education. 

In very much the same manner the ex- 
amination requirement for the CPA de- 
gree, and the type of the examinations, will 
in the long run tend to limit and restrict 
the types of courses that are offered in 
preparation for them. The present exami- 
nations are not to be criticized in their at- 
tack upon technical accounting, but the 
profession should realize that the more 
restricted the subject matter of the exami- 
nations the narrower will be the education 
of those entering the profession. If per- 
chance a state requires a candidate to pass 
an examination which is limited to the 
technical aspects of accounting, every 
school and college that aspires to train men 
for the profession will place the utmost 
emphasis upon technique to the exclusion 
of other valuable knowledge. How much 
better trained a cost accountant would be, 
for instance, if in the preparation for his 
job he included a liberal amount of eco- 
nomics and industrial management in ad- 
dition to his study of the practice of cost 
methods. 
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If the examination for the professional 
degree is to be but a hurdle, used for dis- 
qualification purposes only, an examina- 
tion restricted to accounting technique will 
serve the purpose. If, on the other hand, 
the examination is to be a real test of 
ability and breadth of knowledge, the 
restricted type fails of its purpose. 

Technical training in accounting sub- 
jects does not in itself prepare men to 
meet the problems of the professional 
world. The professional accountant’s 
knowledge must not stop with mere tech- 
nical training. He must be conversant with 
the various rulings and regulations of the 
Government which apply to business in 
general, he must be qualified in the field of 
corporation finance, and he should have 
more than the minimum training in mathe- 
matics. A knowledge of statistical method 
is becoming of increasing importance, and 
a basic knowledge of economic theory is 
quite essential. Above all else he must have 
command of the English language in order 
that he may express his thoughts both 
orally and in writing. 

It is not to be supposed that all of this 
training is to be obtained in formal courses 
of instruction, although it may be ob- 
tained in that way. It is rather to be ex- 
pected that at least some portion of it will 
be obtained by diligent study and reading 
after the formal education has been com- 
pleted and during the first years of prac- 
tice. 

These observations concerning the scope 
of the professional examinations are made 
at a time when they may not be popular in 
all places. Those who have been identified 
with accounting education for a long time 
and who have had some little share in 
training men for the profession are deeply 
grieved at the tendency so apparent today 
to depart from the standards that were 
teached with so much labor since the turn 
of the century. The bill recently signed by 
the Governor of New York and similar 
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bills introduced in several other state legis- 
latures are surely not conducive to the 
maintenance of standards in the account- 
ing profession, and such bills may be the 
entering wedge toward reducing these 
standards in the future. Many of these bills 
will fail to pass, but the mere fact that the 
lowering of professional requirements has 
been given hearings should make every 
member of the profession pause. Those 
who uphold them should realize that the 
present mark of favor upon accountants 
generally is in no small measure due to the 
standards that have been built up for the 
professional degree. When the professional 
character of accounting is destroyed all 
those connected with it will feel the effects, 
whether or not they hold degrees. 

What should be the program of educa- 
tion for those who will enter the field of 
accounting? Eliminating the study of Eng- 
lish, History, and the Sciences as being 
essential in any program of education, the 
following subjects are suggested: 

Elementary and Advanced Accounting Prin- 

ciples 

Cost Accounting 

Auditing 

Industrial and Financial Accounting Systems 

Tax Accounting 

Estate (trust and decedent’s estate) Account- 

Law 

Economic Theory 

Statistics 

Sales Management 

Corporation Finance 

Investments 

Mathematics of Finance 

Industrial Management 

Financial and Accounting Analysis 


Each of these subjects is essential in the 
training of the accountant although all of 
them may not be studied in the classroom. 
Knowledge of some of them may be ob- 
tained by a reading program. 

The function of the accountant has 
changed in the last half-century. There 
was a time when his chief duties were to 
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construct books and audit them, the prime 
object being to aid the memory of the 
businessman and to uncover the pecula- 
tions of the embezzler. These duties, im- 
portant though they may be, are a far cry 
from what is expected of him today. The 
emphasis has shifted from the historical to 
the analytical, and in analysis breadth of 
knowledge is essential. 

What has been stated thus far has been 
aimed at the training of men for work in 
general accounting and for the professional 
degree. Nothing has been stated concern- 
ing specialization. Generally speaking 
there are, in addition to the work of the 
general accountant, five fields of speciali- 
zation: auditing, cost accounting, tax ac- 
counting, system installation, and govern- 
mental accounting. Of these specialities, 
auditing, system installation, and tax 
accounting coincide to a considerable ex- 
tent with the work of the general account- 
ant. Cost accounting and governmental ac- 
counting are distinct specialties and should 
be treated educationally as such. It is 
probable that the present demand for 
specialized education in governmental ac- 
counting is not sufficiently great to war- 
rant an individual curriculum, but the field 
of cost accounting, having grown by leaps 
and bounds, should be ready to take its 
place in an educational program as a com- 
plete entity. 

If one were to read the catalogues of our 
various collegiate schools of business, one 
is almost certain to find cost accounting 
occupying a space in the curricula averag- 
ing only four to six semester credits, which 
means two to three hours per week for an 
academic year. It is probable that within 
the bounds of two terms a student can 
learn the cost accounting tools without 
difficulty, but he is quite likely to find 
when he enters the industrial world that 
these tools are only the rough ones needed 
for the basic construction of his work. It 
may so happen that the student has been 
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farsighted enough to spread his training 
over a wider area in which he will have 
learned something of the problems of in- 
dustrial and labor management; but the 
usual educational plan forces him to study 
nothing but accounting procedures. 

The time is ripe for the planning of a 
complete cost accounting major in which 
all the required subjects would point to- 
ward the problems the cost accountant 
faces in the industrial world. Some years 
ago there was a wave of so-called indus- 
trial-engineering courses, but these courses 
placed most of their emphasis upon techni- 
cal engineering with economics and ac- 
counting as sidelines. The need now is fora 
program in which the emphasis is upon 
business subjects with enough engineering 
to give the necessary technical back- 
ground. Two difficulties will arise in the 
establishment of such a program. The first 
will arise from the fact that college facul- 
ties will argue that the field of cost ac- 
counting does not contain enough material 
to warrant an increase in the time allotted 
te it. This argument is, of course, specious 
because a study of cost in all its ramifica- 
tions would entail many times the number 
of hours presently devoted to its tech- 
niques. The second difficulty will come 
from the attitude of the usual teacher of 
engineering subjects. Trained to offer in- 
struction aimed toward professional engi- 
neering, he will not immediately under- 
stand that some engineering courses can 
be adapted to the needs of the accountant. 
Only with difficulty will he be persuaded to 
offer instruction in any way other than 
that to which he has been accustomed. 

A suggested cost accounting major in- 
cludes the following: 

Elementary and Advanced Accounting (two 
or three terms) 

Industrial Accounting (one or two terms) 

Cost Accounting Principles and Practices 
(two terms) 


Cost Accounting Problems (one term) 
Tax Accounting (two terms) 
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Industrial Management (two terms) 

Industrial Relations (two terms) 

Financial Analysis (two terms) 

Mechanical Drawing and Blue Print Reading 
(one term) 

Mathematics of Finance (one term) 


neering (two terms) 
English—Report Writing (one term) 


One additional problem in the education 
for accounting should be mentioned. This 
isthe difficulty that the colleges are having 
in obtaining capable faculties. In these 
days of teacher shortages the problem is 
acute. The scarcity of teachers is due to 
two causes, both of which stem from the 
phenomenon of low salaries. In the first 
place the teaching profession in general 
does not have the necessary drawing power 
because of its history of inadequate com- 
pensation. In the second place the colleges 
are unable to compete with the accounting 
profession and business enterprises which 
| are able to offer young men much more 
security. While it is, of course, essential 
that the accounting profession be plenti- 
fully supplied with the very best personnel, 
nevertheless some method must be found 
to siphon a portion of this personnel into 
instructional ranks. The days of retire- 
ment are close at hand for many of the 
present teachers of accounting and the flow 
of younger men is not sufficient to fill capa- 
bly the depleting ranks. 


The search for good instructional ma- 
terial is a continuing one and a difficult 
tone. By and large relatively few of the 
most capable students are interested in 
teaching as a profession. Most men, when 
they receive their college degrees, want 
| the security the business world offers and 
} are not content to spend three to five ad- 
p ditional years to obtain a firm footing in 
the teaching profession. Four years of col- 
j lege plus several years of graduate study 
B seems a long drill to the usual student. In 
A the medical, dental, and legal professions 
F such a period of time has been the custom 
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for so long that it is not questioned. Such is 
not the case with education in general. 

The requirements for a good accounting 
instructor are quite specific. He must have: 
(1) a knowledge of accounting theory and 
techniques, together with an understand- 
ing of the relation of accounting to public 
and corporate financing, to management, 
and to labor; (2) the ability to communi- 
cate his knowledge to students; (3) a pleas- 
ing personality and a keen sense of humor; 
and (4) ability to contribute to the knowl- 
edge and the literature of the field. The 
last of these requirements, together with 
the ability to teach, is the attribute most 
difficult to find. 

The chairman of an accounting depart- 
ment of a large university needs a staff of 
twenty to thirty men. A minimum of ex- 
perience may be satisfactory in the case of 
some of them because laboratory work in 
elementary courses requires a large staff. 
For advanced courses and those in the 
graduate area, men of greater experience 
in both practice and teaching are required. 
The average accounting department has 
relatively few of such individuals and they 
form the top of a pyramid. In normal times 
this minority is generally sufficient, but 
today the situation is abnormal. As a re- 
sult of the war, the education of thousands 
of men has been retarded and the heavy 
demand resulting therefrom has forced all 
colleges to accept enrollments far above 
normal. Most of this tide of students 
entered the elementary courses which dur- 
ing the past two years have been crowded. 
Now the situation is becoming serious be- 
cause the flood is beginning to reach the 
higher levels where the work cannot be 
handled by inexperienced instructors. If 
the demand for experienced teachers con- 
tinues to exceed the supply, the standard 
of accounting instruction is bound to fall. 
There is yet no answer to this urgent situ- 
ation. Even when normalcy returns the 
problem of obtaining an accounting staff 
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will continue unless salary leVels are raised 
considerably and the attitude of the public 
toward the teaching profession changes. 
The selection and training of men for 
the accounting profession therefore re- 
solves itself into three areas: the moderni- 
zation of the selection process, the broad- 
ening of the training, and the procurement 
of qualified instructors. All three of these 
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areas are important, and only by their con- 
comitant development will the profession 
reach its maximum efficiency and ability 
to serve the public. Failure to keep abreast 
of the times in any one of these elements 
will result in the eventual lowering of the 
standards which have been responsible for 
the high place which accountancy holds 
today. 


D 


sider tl 
tional 
stitutic 
countil 
is impr 
that a 
instruc 
volve. 
judgm« 
contrit 
of the 
matter 
prehen 
therefc 
which 
later 
should 
involve 
for col 
gradua 
accoun 
school: 
ancy. | 
is bein 
limitec 
junior 
leges 1 
busine 
been g 
develo 
indivic 
might 

It is 
discuss 


1 Rep 
presente 
Account 


THE PROBLEM OF SELECTING 
STANDARDS: 


C. A. MOYER 


URING THE PAST year a committee 

D was appointed by the American 
Accounting Association to “con- 

sider the rating of curriculum and instruc- 
tional standards among the various insti- 
stitutions of higher learning having ac- 
counting courses.” The present committee 
isimpressed with the scope and complexity 
that a program of rating curriculum and 
instructional standards might properly in- 
volve. For the current year, therefore, its 
judgment has been that its most valuable 
contribution could be a general appraisal 
of the problem and a consideration of the 
matters which might be included in a com- 
prehensive program. The committee has, 
therefore, begun with a listing of the items 
which might well receive attention if it is 
later decided that a program of rating 
should in fact be carried out. This listing 
involves two major areas: (1) standards 
for colleges or universities offering under- 
graduate work leading to a major in 
accountancy, and (2) standards for those 
schools offering graduate work in account- 
ancy. For the time being no consideration 
is being given to institutions which offer a 
limited program in accounting, such as 
junior colleges and universities, and col- 
leges which do not maintain a school of 
business. Neither has any consideration 
been given at this time to the problem of 
developing standards for the content of the 
individual courses in accounting which 
might be offered by the various institutions. 
It is to be emphasized that the present 
discussion is entirely explorative of what 


1 Report of Committee on Standards Rating, as 
presented at the annual meeting of the American 
Accounting Association, September 4, 1947. 


might be involved in a complete program. 
One of two major questions will be whether 
or not the Association should assume the 
function of actually initiating a ratings 
program. If this question is answered 
affirmatively, the next major question will 
be the scope of such a program and the es- 
tablishment of standards which can be 
used. Only then would the stage be reached 
of actually applying the standards to the 
rating of individual institutions, and this 
might be done on a voluntary or self- 
appraisal basis by the schools at first. All 
of these questions, however, are beyond the 
present scope of the committee’s work, al- 
though it is hoped that the materials here 
offered will be useful in helping to provide 
a basis for future decisions and actions. 

In connection with the possible future 
establishment of standards which might 
be used for recognition of an approved in- 
stitution of higher learning offering under- 
graduate work leading to a degree in which 
accounting is the major, the committee 
submits the following list of items for con- 
sideration: 

1. School or Division in Which Accounting 
Work is Offered. It might seem reasonable 
to require that the accounting work should 
be offered in a school or college of business 
and not in some other division of the col- 
lege or university, in order to secure proper 
integration of accounting with important 
related subject matter. If accounting and 
other business subjects are under the con- 
trol of a school of business, such integra- 
tion would be encouraged. However, a 
stipulation of this sort may be unneces- 
sary, as it may be that accounting work 
will always be offered in a school of busi- 
ness. 
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2. Member of the American Association 
of Collegiate Schools of Business. If this 
were included as a requirement, certain ad- 
vantages and certain disadvantages would 
accrue. Obviously, such a requirement 
would limit the number of recognized 
schools with a major in accounting to a 
number as small or smaller than the mem- 
bership of the American Association of 
Collegiate Schools of Business. It is likely 
that all such members would not meet an 
extensive list of standards for recognition 
in accounting, even though they had met 
the standards for membership in the 
American Association of Collegiate Schools 
of Business. On the other hand, a require- 
ment of this sort might exclude from recog- 
nition some schools which maintain excel- 
lent standards in accounting work, but 
which were not members of the American 
Association of Collegiate Schools of Busi- 
ness. 

Inclusion of this item as a requirement 
would limit the additional standards 
needed for recognition of a major in the 
field of accounting, as the assumption 
could be made that all members of the 
American Association of Collegiate Schools 
of Business had already met the standards 
of that group. 

The standards for membership in the 
American Association of Collegiate Schools 
of Business are given in full at the end of 
this report. In condensed form the require- 
ments are: 

a. Be a distinct college or school, under a sepa- 
rate administration. 

b. Require for admission a standard quantity 
and quality of work. 

c. Require at least 40 per cent of the 120 credit 
hours in business and economics subjects, and at 
least 40 per cent in subjects other than business 
and economics. 

d. Faculty members shall possess proper quali- 
fications, experience, professional interests, pro- 
ductivity, and college or professional degrees. 

e. Reasonable instructional load. 


f. Adequate library, laboratories, and other 
facilities. 
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g. In operation for such a period of time as to 
permit of evaluation of its character and policies, 

h. No undue political influence. 

i. If standards are not maintained, a member 
school may be put on probation or suspended. 

j. The applicant is to be inspected by a com- 
mittee of one to three persons. The criteria for 
measurement of membership standards are to be 
established by the Executive Committee. 

k. The Secretary of the Association is to as- 
semble and distribute statistical material con- 
cerning members. 

1. Each member is to be inspected every five 
years, unless such inspection is waived by the 
Executive Committee. 


The last three items are in reality not 
standards, but are administrative proce- 
dures. However, they are included in order 
to give a complete picture of the published 
requirements of the group. 

If membership in the American Associa- 
tion of Collegiate Schools of Business were 
to be established as one of the requirements 
for recognition in the field of accounting, 
it would mean in effect the acceptance of 
the standards of that group as being also 
proper standards for recognition of a major 
in accounting. This raises the serious ques- 
tion of whether all of the standards of that 
group are desirable and necessary for a 
school which offers undergraduate work 
leading to a degree in which accounting is 
the major. 

3. Number of Credit Hours Required for 
Graduation, and Subjects Required. A re- 
quirement of at least 120 credit hours for 
graduation seems to be widely accepted 
for most purposes. However, that does not 
mean that 120 credit hours should be es- 
tablished without question. There have 
been opinions expressed in the past that as 
many as 120 hours of credit are not neces- 
sary for proper training in accountancy, 
and, on the opposite side, that full a pro- 
fessional college beyond the undergraduate 
preparation is the only answer to proper 
accounting training. There are a number 
of possible variations between these two 
views. 
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Assuming that we are now considering 
only the undergraduate accounting cur- 
riculum, and not the broader question 
mentioned above, we should give some 
thought to subjects which might be re- 
quired. Without trying to name specific 
courses, there are several subjects or fields 
which might properly be included with re- 
spect to the minimum number of hours of 
each: 


a. Accountancy. Should twenty, or twenty-four 
or thirty, or some other number of semester hours 
in accounting be required for an accounting ma- 
jor? It appears desirable that some minimum re- 
quirement in this respect would have to be named 
rather arbitrarily, if proper standards were to be 
established. 

b. Business Law. Probably six or eight semester 
hours of business law would ordinarily be con- 
sidered to be essential in an undergraduate cur- 
riculum in accounting. In this connection the De- 
partment of Education of the State of New York 
requires eight hours of business law for schools of 
accountancy registered by the Department. 

c. Economics subjects. Probably individual 
opinions show wide variance with respect to the 
minimum number of hours of economics which 
should be required, ranging from perhaps six 
hours to twenty hours. Much of this variance is 
probably due to differences in practice as to which 
courses are economics courses and which are not. 
However, there seems to be quite general agree- 
ment that some provision for a minimum require- 
ment in economics should be made. 

d. English (rhetoric, composition, speech, litera- 
ture). The desirability of a minimum requirement 
in English may be questionable. Is this a subject 
which is of sufficient importance to accountants 
that it should be included in a set of standards, or 
might it be assumed that individual universities 
adequately cover this point in the general require- 
ments for graduation? Probably most of us would 
agree that proper training in English is essential 
in a curriculum for accountants. The answer to 
the second question could probably be supplied 
at least partly, by examination of graduation re- 
quirements in various colleges and universities. 

e. Other subjects. Should there be specific re- 
quirements established for other subjects such as 
management, finance, mathematics, statistics, 
social sciences, etc? 


4. Teaching Staff. What standards would 
be proper to insure a properly qualified 
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teaching staff? Should there be a require- 
ment that one or more full-time members 
of the teaching staff in accounting should 
be of full professorial rank, and that one or 
more full-time members of the teaching 
staff should hold a certified public ac- 
countant’s certificate? The principal argu- 
ment in favor of requiring at least one full 
professor is that an individual university 
should require certain qualifications, ex- 
perience, and productivity before a mem- 
ber of the staff would be named to a full 
professorship, and therefore some assur- 
ance thus might be given of a properly 
qualified staff to give advanced accounting 
courses. 

Perhaps the profession and the univer- 
sities are not ready as yet for a stipulation 
that at least one full-time member of the 
staff should be a certified public accountant. 
However, if we compare with other profes- 
sions, it is a little difficult to imagine a 
medical college with no staff member who 
has passed a state medical board exami- 
nation, or a law college faculty with no 
member who has been admitted to the bar, 
or an engineering college with no faculty 
member holding a professional degree in 
engineering. 

5. Minimum Salary Scale for Teachers in 
Accounting. A standard of this type would 
offer difficulties which might prove insur- 
mountable. If a scale were established it 
would have to be revised from time to time 
in order to meet changing conditions. If it 
could be established it might be of benefit 
to teachers in colleges which have not paid 
adequate salaries, and it might be of 
greater benefit to students and to the pro- 
fession by encouraging colleges to employ 
a teaching staff of high calibre. Some 
allowances would probably have to be 
made for location, number of years the 
college has been in existence, sources of in- 
come, and other factors pertaining to each 
individual college. Perhaps a provision 
that salaries should be adequate would be 
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sufficient, but if this provision were in- 
cluded then someone would have to de- 
termine from time to time the meaning of 
the word adequate in this connection. 

6. Teaching Load. A teaching load of 
twelve semester hours per week or perhaps 
of fifteen semester hours per week might 
be considered as a normal load in recita- 
tion sections. If one of these were con- 
sidered to be a maximum teaching load, 
then the problem arises of converting lab- 
oratory sections, or lecture sections to 
terms of recitation sections. Also, it might 
seem desirable to establish a maximum en- 
rollment in recitation sections. A maximum 
enrollment of twenty-five or thirty stu- 
dents seemed to have been more or less 
normal until recently. Provision for un- 
usual conditions, such as exist at the pres- 
ent time, would probably have to be made, 
or a measurement of enrollment based 
upon the average of several years. 

7. Number of Students Majoring in 
Accountancy. It seems reasonable to as- 
sume that a certain minimum number of 
students should be majoring in account- 
ancy in order to permit of the maintenance 
of adequate facilties, sufficient courses, and 
a qualified faculty to offer a well-rounded 
field for accountancy majors. This factor 
might be measured by the number of regis- 
trations in advanced accounting courses 
not required of nonaccounting majors. The 
minimum number which might be estab- 
lished in a standard would necessarily be 
influenced by the number of hours of ac- 
counting required of accounting majors. 
Perhaps a general statement might be 
made that the number should be large 
enough to insure a complete program for 
accounting majors. 

8. Number of Courses in Accountancy 
Available. Would it be wise always to have 
more than the minimum number of courses 
which might be prescribed for a major, in 
order that some selection and some addi- 
tional courses would be available to stu- 
dents? If this were included as a require- 
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ment it would permit of some degree of 
specialization within the accounting field. 

The list of items above is not necessarily 
complete, but it includes some of the more 
important matters which might properly 
be considered. 

It may be observed that an attempt has 
been made to limit consideration to those 
items which are quantitative in nature and 
not qualitative. If standards are to be es- 
tablished it would seem advantageous to 
avoid, as much as is possible, the necessity 
of making individual judgments. 


GRADUATE WORK 


In connection with the possible future 
establishment of standards which might 
be used for recognition of an approved insti- 
tution of higher learning offering work 
leading to a graduate degree in account- 
ancy, the committee submits the following 
list of items for consideration: 

1. Teaching Staff. It is recognized, of 
course, that all universities establish 
certain criteria of their own which must be 
met by those members of the staff who 
teach graduate courses. However, pro- 
vision might be made that at least one 
full-time member of the staff teaching 
graduate courses in accountancy should 
hold full professorial rank, or that all 
such teachers hold either a doctor’s degree 
in accountancy, economics, or some re- 
lated business subject, or be certified pub- 
lic accountants. It would seem logical to 
include some stipulation which would tend 
to measure the qualifications of the entire 
teaching staff of graduate courses in 
accounting. 

2. Minimum Number of Hours of 
Undergraduate Work in Accounting. In any 
field of graduate work the assumption is 
usually made that a student has had a 
substantial undergraduate preparation in 
his field, and is therefore prepared to take 
courses for graduate credit. A requirement 
that fifteen or twenty, or twenty-five, or 
some other number of hours of undergrad- 
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uate credit in accounting are necessary be- 
fore any graduate credit is given would 
appear to be a reasonable one. 

This raises the question of what should 
be done about the student who has an 
undergraduate degree, but with no under- 
graduate work in accounting, who desires 
to do graduate work in accounting. If a 
certain number of hours of undergraduate 
credit in accounting were required before 
a student may receive graduate credit, 
then any deficiency in this respect would 
have to be removed by the student by 
taking additional courses before being 
permitted to register in graduate work. It 
does not seem unreasonable to require a 
student with no training in accounting to 
present evidence of adequate preparation 
before being permitted to enroll in ac- 
counting courses on the graduate level. 
However, some consideration might prop- 
erly be given to the acceptability of an ac- 
celerated program of preparation in lieu of 
a minimum number of hours of under- 
graduate credit in accounting. 

3. Units or Semester Hours Required for 
Graduate Degrees. The customary prac- 
tice is to require one full year’s work for 
a master’s degree, and three full years’ 
work for a doctor’s degree. The credit 
received may be measured in terms of 
units, a unit being considered as one course 
equal to one-fourth of full-time study for 
one semester, or in terms of semester 
hours. In order to insure that the majority 
of the work would be on a purely graduate 
level, it might be well to consider the 
possibility of a provision to the effect that 
at least one-half of the work offered for a 
master’s degree should be in courses in 
which registration is limited to graduate 
students. 

Some possibilities in connection with a 
doctor’s degree might be: 

a. Completion of a thesis based on a full year of 
work, 

b. A minimum of eight semester hours or two 
units in a minor such as economics, finance, or 


some other related business subject, and a maxi- 
mum of sixteen, twenty-four, or thirty semester 
hours, or of four, six, or eight units in such other 
subjects. 


c. A maximum of twelve or sixteen semester 
hours, or of three or four or some other number of 
units in courses which may be taken by under- 
graduate students for undergraduate credit, in- 
cluding the work for the master’s degree. 


4. Teaching Load. A reasonable teaching 
load in graduate courses might be con- 
sidered to be eight or twelve semester 
hours, or two or three units per week. It 
would seem quite desirable that the teach- 
ing load should be reduced for graduate 
teachers, in order to provide opportunity 
for the research, writing, and professional 
contacts which are essential to effective 
graduate teaching. A maximum enrollment 
in individual classes could probably be es- 
tablished for graduate courses at a number 
considerably smaller than that which 
might be established for undergraduate 
classes. 

5. Minimum Number of Graduate Stu- 
dents in Accountancy. In graduate work, 
just as in undergraduate work, it seems 
reasonable to assume that a certain mini- 
mum number of students is desirable in 
order to provide sufficient courses and a 
qualified faculty to offer a proper graduate 
program in accounting. Measurement 
might be accomplished by using average 
registrations in individual graduate courses 
over a certain period of years. 

6. Library Facilities. It is taken for 
granted that graduate work requires the 
extensive use of current periodicals, refer- 
ence books, and other library facilities, 
and therefore graduate students in ac- 
counting should have access to them. The 
adequacy of library facilities might be 
measured quantitatively by the number 
of bound volumes on hand, or by the 
amount expended annually for library pur- 
poses. 

It is apparent from the foregoing dis- 
cussion that the committee has not at- 
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tempted to propose specific standards at 
this time. Attention has been given thus 
far to the types of standards which might 
be considered and to the various criteria 
which might be included. The committee 
recognizes that this is a field of endeavor 
which requires careful step-by-step plan- 
ning, considerable discussion, and a thor- 
ough cognizance by the members of the 
American Accounting Association of the 
problems involved, before proceeding too 
far with details. Suggestions are invited, 
and further instructions are requested from 
the Association. If this study were con- 
tinued over some period of time, it might 
lead to consideration of the following: 

1. Establishment of definite standards for un- 
dergraduate schools offcring undergraduate de- 
grees in which accountancy is a major. 

2. Establishment of definite standards for 
schools offering graduate degrees in accountancy. 

3. Possible rating of schools offering account- 
ancy as recognized or nonrecognized schools; or as 
schools with a graduated rating scale, such as A, 
B, C, and D schools. 

4, Establishment of standards for schools offer- 
ing a limited program in accountancy. 

5. Evaluation of course content of various ac- 
counting courses in different institutions. 

6. Establishment of standards for the selection 
or advancement of teachers in accounting. 


The committee hopes that this prelimi- 
nary survey will bring sufficient indication 
from the Association so a decision can be 
reached whether it is desirable to under- 
take items 1 and 2 . However, items 3, 4, 5, 
and 6 might be considered as long-range 
projects which deserve careful considera- 
tion by the Association before any com- 
mitments are made with respect to them. 


APPENDIX 


STANDARDS FOR MEMBERSHIP IN 
THE AMERICAN ASSOCIATION 
OF COLLEGIATE SCHOOLS 
OF BUSINESS 


(1) The College or School shall be a distinct 
school or college (for example, not a department 
of a college of liberal arts) of a college or uni- 


versity; and its affairs shall be administered under 
the control of such college or university with such 
active support as to indicate continuous commit- 
ments for the conduct of a professional program, 
adequate in itself and comparable to those offered 
by other professional schools of the institution. In 
general, an institution to be considered must be 
on the list of colleges and universities approved 
by the Association of American Universities. 

(2) The School shall require for admission to 
any of its curricula at least such quantity and 
quality of work as is deemed standard by the 
highest accrediting agencies and leading universi- 
ties. 

(3) The curricula for both bachelor and gradu- 
ate degrees shall approximate quantitatively and 
qualitatively the standards in effect in recognized 
professional schools of business, due allowance 
being made for the meeting of proper regional ob- 
jectives. A portion of the four years of college 
work for the undergraduate degree may be taken 
in some other college, as a liberal arts or engineer- 
ing college of approved standard. At least 40 per 
cent of the 120 credit hours or its equivalent re- 
quired for the bachelor’s degree must be taken in 
business and economics subjects; a liberal pro- 
portion of the courses in this group shall be pro- 
fessional in character in that they deal with 
problems of management or administration. At 
least 40 per cent of the 120 credit hours or its 
equivalent required for the bachelor’s degree must 
be taken in subjects other than economics and 
commerce provided that general economics and 
economic history may be counted in either the 
liberal or business groups. 

(4) Members of the Faculty shall possess such 
qualifications, experience, professional interests, 
and productivity as is essential for the successful 
conduct of the work of a high grade school of 
business. There shall be at least three instructors 
of full professorial rank giving full time or nearly 
all their time to instruction in courses in business 
administration or economics; the majority of the 
members of the faculty shall give the greater part 
of their time to such instruction. Salaries shall be 
adequate. One-half of the instructional staff shall 
hold the doctor’s degree or terminal technical or 
professional degrees. In general, all teachers of 
business subjects in collegiate schools of business 


above the grade of assistant shall have at least a ‘ 


master’s degree or its equivalent. 


(5) The standards and quality of instruction in 


the business school and in other departments at- 


tended by business students shall conform to § 


those of recognized institutions. The instructional 
load shall be reasonable. In general, instructors 
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The Problem of Selecting Standards 


should not teach freshman-sophomore work in 
excess of fifteen semester credit hours a week, nor 
junior-senior work in excess of twelve semester 
credit hours a week. These limits should be re- 
duced if each class taught at one time covers dif- 
ferent subject matter. 

(6) The School shall have adequate laboratory, 
library, and other facilities for the pursuit of its 
objectives, and the suitable accommodation of its 
faculty and students. 

(7) The School shall have been established and 
in operation for such a period of time as to make 
it possible to evaluate its character and policies. 

(8) No School may become or remain a mem- 
ber if it is subject to undue political influence. 

(9) Any member school, which does not main- 
tain Association standards, shall be placed on 
probation or suspended. 

(10) The Executive Committee shall from year 
to year establish criteria for the measurement of 
membership standards. Each applicant shall be 
inspected by a committee of one to three persons. 
The Executive Committee may fix such inspection 
fee as it deems proper to be paid by the applying 
school. 
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(11) The Secretary of this Association shall 
each year assemble and distribute to the member 
schools such statistical material concerning the 
members as the Executive Committee may con- 
sider helpful to the member schools. In connection 
with these data he shall make such inquiries from 
members as shall show whether Association stand- 
ards are being maintained. These latter inquiries 
may be waived in the case of particular schools by 
the Executive Committee except that a report 
shall be obtained annually from all member 
schools showing with reasons any reduction in 
number of staff members in any professorial rank, 
reduction in scale of instructional salaries, reduc- 
tion below five-year average for school library ap- 
propriation, increase in instructional load, reduc- 
tion in scholarship standards, reduction in num- 
ber of staff members with terminal degrees in any 
professorial rank. 

(12) Unless such inspection is waived by the 
Executive Committee, a member school shall be 
inspected every five years, the cost to be borne by 
the Association. 


d 
d 
D- 
xe 
er 
in 
th 
At 
its 
ust | 
nd 
ind 
the 
uch 
sts, 
sful 
| of 
arly 
ness 
the 
part 
be | 
shall § 
il or | 
iness 
ast 4 

| 


POSTGRADUATE CURRICULA IN 
ACCOUNTING’ 


C. AUBREY SMITH 


HE TOPIC ASSIGNED, that of discuss- 
ing the graduate accounting cur- 
riculum from the viewpoint of 
schools offering undergraduate concentra- 
tion in accounting, presents an opportu- 
nity to explore various phases of a most 
interesting and important subject. There 
has not been time to send out question- 
naires and thereby secure a statistical pic- 
ture of what is actually being done in 
graduate accounting work in our various 
colleges. Perhaps someone may see fit to 
request a committee of the Association to 
survey, study, and report on graduate and 
professional training in accounting in 
American colleges and universities. 

It has been assumed by some that there 
are curricula problems in the type of insti- 
tution which I represent not found in 
schools of business operating on the gradu- 
ate level only, or in schools offering a five- 
year professional accounting program lead- 
ing to the M.B.A. degree. The contrast 
does not appear as one of four-year versus 
five-year school, or of strictly graduate 
school versus the undergraduate-graduate 
school. Actually, the five-year accounting 
program will require as much preliminary 
training whether the first four years are 
given as an integral part of the five-year 
program or whether they are separated 
into two distinct degree entities. 

There does appear to be a point of differ- 
ence depending not upon the type of school 
but upon the basic philosophy of graduate 
work entertained by various individuals 
and as reflected in the graduate accounting 
curricula of the various schools and col- 
leges. Bluntly stated, the difference ap- 

* The article, and the one by J. L. Dohr which fol- 


lows, was presented at the annual meetings of the Asso- 
ciation in September, 1947. 


pears to be one of determining whether 
accounting training above the baccalaure- 
ate degree is basically professional training 
or graduate education in business and ac- 
counting. At the doctorate level there 
seems to be little or no difference of opinion 
for there accounting is only one of several 
bodies of knowledge in which the candidate 
has presumably done research and ad- 
vanced study. At the level of the master’s 
degree, however, we are brought face to 
face with the question of whether we are 
providing graduate or professional instruc- 
tion. The objectives, aims, attitudes, and 
standards of our respective schools must 
as a matter of practice as well as of princi- 
ple, affect the development and mainte- 
nance of postgraduate work in accounting 
and business administration. 


Graduate versus Professional Education 


Prior to the twentieth century graduate 
work appeared to be limited to a high type 
of scholarship looking toward an intellec- 
tual career as opposed to a professional 
career. Within the past fifty years, and 
with the rise and growth of the newer pro- 
fessions, it has become plainly obvious that 
the traditional four-year undergraduate 
course with its increasing emphasis on 
general and liberal education did not ade- 
quately train the student for professional 
pursuits. As a consequence more and more 
professional schools have been looking to- 
ward the fifth and even the sixth year as 
necessary for minimum proficiency in col- 
legiate attainments. This trend is stated in 
the Report of the Committee on Graduate 
Work of the American Association of 
American Universities! in these words: 


1 The Forty-Sixth Annual Conference, October, 1945. j 
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“The standards of professional and even 
vocational work have risen to a point 
where the baccalaureate does not furnish 
adequate preparation, and the master’s 
degree has been more and more invoked for 
this purpose.” In this regard accounting 
while not having led the parade has never- 
theless been pushing and shoving to such 
an extent that its emblems are now well up 
in the front ranks. This has been particu- 
larly true with the influx of veterans back 
to our classrooms. 

While graduate enrollments in all di- 
visions are materially up over prewar, the 
rise in graduate accounting enrollment has 
been phenomenal. The reasons are obvi- 
ous: some veterans want short refresher 
and review courses; other veterans and 
nonveterans have degrees but are inter- 
ested chiefly in getting additional training 
as preparation for taking the CPA exami- 
nation; while still others are concerned 
with having an additional degree as evi- 
dence of accomplishment beyond the B.A., 
B.S., or B.B.A. degree. All see or think 
they see in the postgraduate degree entrée 
into the business or professional world on a 
financial basis higher than would be their 
lot without it. A few, oh so few, are seri- 
ously pursuing the master’s degree as 
preparation for teaching or higher intel- 
lectual accomplishments. Perhaps it is safe 
to say that a good 75 per cent of those 
working toward a master’s degree in busi- 
ness with concentration in accounting are 
looking at their courses as additional pro- 
fessional training rather than as graduate 
education. It is regrettable that many 
faculty members as well as administrative 
personnel are willing to go gaily along 
chanting the refrain “four years for a 
bachelor, five for a master” with little or 
no regard for variations in quality of 
courses, quality of instruction, or quality 
of work performed by the student—only 
quantity. Those things which truly dis- 
tinguish graduate from professional train- 
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ing such as seminar work, individual op- 
portunity for research and analysis, and 
broad readings beyond a basic course text 
are too frequently lost sight of in our mad 
scramble to give advanced degrees with or 
without an adequately staffed faculty. 

It cannot be too strongly emphasized 
that a student does not deserve a graduate 
degree, even the master’s degree, unless he 
has had training in the critical examina- 
tion of evidence, in the coordination of 
principle with fact; in a study of the his- 
tory, evolution and contemporary aspects 
of his major subject looking toward the 
securing of a comprehensive view of it; and 
in an examination of hypotheses and theo- 
ries and in learning how to evaluate them 
—in a word, seminar work. He must 
furthermore have had some experience in 
the methods and procedures of research in 
the library, the laboratory, or out in the 
business or professional field. Finally he 
must show evidence of his capacity to ac- 
quire, organize, and analyze materials in 
the form of a paper or thesis. 


Training for the Professional Accountant 


Accounting is universally recognized to- 
day as a profession ranking close if not on 
a par with the older professional pursuits. 
It is recognized as perhaps the only real 
professional work in colleges of business 
administration, which colleges frequently 
include everything from airport adminis- 
tration to world resources and trade, with 
a few stops in between for applied psy- 
chology, insurance selling, labor relations, 
typing, and restaurant management. Ac- 
counting societies and state boards. have 
set up standards of education, training, 
and of ethics. The American Institute of 
Accountants has made extensive progress 
in preparing tests to ferret out those indi- 
viduals with accounting aptitudes. Even 
major commercial and industrial com- 
panies have come to distinguish the trained 
accountant from the clerk in terms of 
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salary variations, advanced accounting 
training programs, and in their promo- 
tional policies. Progress has been made in 
accounting as a profession almost every- 
where but in our colleges. And what has 
happened there—well, we are still attached 
firmly and securely to the apron strings of 
our dear old ‘“‘mammy,”’ business adminis- 
tration or to our “grandmammy,” eco- 
nomics. It is high time we faced up to our 
responsibilities to the public accounting 
profession, the professional industrial ac- 
counting world, and to many of our own 
students who are concerned with getting a 
professional accounting education rather 
than a graduate business education. 

This facing-up process calls for two 
things: 

(1) The development of an accounting cur- 
riculum built on top of the B.B.A., B.S., or B.A. 
degrees comparable in a smaller way to what is 
being done in the law school, and 

(2) The granting of a new degree, a profes- 
sional degree, in which the word accounting is 
definitely and directly mentioned. Perhaps 
Bachelor of Accounting (B.Ac.) would be accept- 
able. Many others will come to mind. For my 
part I lean toward the degree of Professional Ac- 
countant. Here is a title which is completely de- 
scriptive without interfering with orthodox aca- 
demic abracadabra. Some may even insist that 
the degree should be Master in Accounting 
(M.Ac.) or M.P.A. (Master in Professional Ac- 
counting). But, irrespective of the exact name 
given, the important point is that some evidence, 
some certification should be granted the student 
who pursues a strictly professional accounting 
course beyond the established baccalaureate 
degrees. At the present time unless he goes the 
M.B.A. or M.S. route he has nothing tangible to 
show for his year or years of postgraduate ac- 
counting specialization. 


The typical student who has completed a 
B.B.A. or B.S. degree with accounting con- 
centration will probably have the following 
course work to his credit: 

A pproxi- 
mate 
Semester 
Hours 
A. English, Natural Science, Speech, 
Mathematics, Social Science, For- 
eign Languages, etc............... 60 


B. Economics and Business subjects 
such as finance, business law, statis- 
tics, marketing management, and 
business organization, business Eng- 
lish, and report writing, etc.......... 38 


C. Accounting including first-year and 
intermediate cost, income tax, audit- 
ing principles, and perhaps systems 


It is fairly obvious that this program is 
inadequate to meet the needs of a trained 
accountant. Consequently a professional 
accounting degree to follow the bachelor’s 
program above might profitably include 
the following subjects: 


Semester 

Hours 
Advanced Financial Accounting....... 3 
Advanced Cost Accounting........... 3 
Advanced Federal and State Taxes.... 3 
Advanced Auditing and Auditing Cases 3 


Advanced Business Law.............. 6 
Electives in Accounting from subjects 
such as: Interpretative accounting, 
governmental, advanced systems and 


machine accounting, consolidated 

statements, controllership practice, 


Those students who did not pursue ac- 
counting at the undergraduate level but 
who are interested in the professional ac- 
counting degree would of course be re- 
quired to make up the approximate 
twenty-four hours of work indicated for 
the B.B.A. degree with an accounting 
major. 

It is believed that the Professional Ac- 
counting degree will prove popular both 
with students and employers of accounting 
graduates. Iam certain this will be the 
case if your situation is comparable to that 
in the University of Texas. During the 
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past year we have had approximately 100 
to 125 students registered in the graduate 
school who were pursuing an accounting 
specialization. Of this group approximately 
half made no effort to write a thesis and 
hence complete an additional degree. Of 
the remaining students, some twenty of 
them actually wrote accounting theses and 
completed their M.B.A. degrees. The 
others who thought they would write 
theses, and may even have secured a sub- 
ject and in some cases actually started to 
work thereon, probably will never com- 
plete the work for the master’s degree. 
Many of those who wrote theses confided 
that had there been a professional degree 
in accounting, not calling for the thesis, 
they would have preferred it to the M.B.A. 
degree. 

Setting up this professional degree will, 
furthermore, encourage more students to 
remain for the fifth year. Many of our 
undergraduate students are attempting to 
cram too much accounting into the B.S. or 
B.B.A. degree by using all of their electives 
in this manner instead of using them to- 
ward acquiring an appreciation of cultural 
interests outside of their chosen profes- 
sional field. 


Graduate Education in Accounting and 
Business 


While the professional fifth-year pro- 
gram will meet the needs of a substantial 
part of the students desiring specialization 
in accounting, there will always be a num- 
ber of students, chiefly from the top quar- 
tile of their undergraduate class, who will 
prefer a graduate program leading to a 
Master in Business Administration degree. 
For this group the following program, 
based on the B.B.A. or B.S. in commerce 
degree as indicated above, is suggested: 


M.B.A. Degree with Accounting Major 


A pproxi- 
mate 
Semester 
Hours 
A. Research Principles and Thesis Writing 
(Lecture and Library work) 1or2 
B. Advanced Accounting (graduate or senior 
courses) at least nine semester hours of 
which shall consist of concentration in one 
of the following areas: 15 
Professional Accounting and Auditing 
Advanced auditing 
Auditing practice 
Public accounting practice 
Specialized accounting such as oil, gov- 
ernmental, utilities, retail, etc. 
Accounting systems, methods and pro- 
cedures 
C.P.A. preparation 
Financial Accounting and Taxation 
Advanced financial accounting includ- 
ing: advanced phases of corporations, 
consolidated statements, fiduciaries, 
etc. 
History and evolution of accounting 
Contemporary accounting theories 
Taxation including: Federal income, es- 
tates, trusts and gifts; State income, 
inheritance, sales, social security, 
franchise, gross production, etc. 
Administrative Accounting 
Advanced cost including process, stand- 
ard, and distribution 
Internal auditing 
Budgetary control 
Interpretative accounting and internal 
statistics 
Controllership practice 
C. Electives 
Advanced courses in business, econom- 
ics, or related fields acceptable to the 
graduate advisor and the student’s 
graduate committee 9 


D. Accounting Seminar or 6 
E. Thesis or (Field work and thesis report)  3or 4 


Total 32 to 36 


Those of you who have had occasion to 
supervise theses will readily understand 
the necessity for some preliminary work in 
research methods. The very nature of 
undergraduate work with its emphasis on 
securing an understanding of principles 
in a great many fields of knowledge does 
not readily lend itself to serious research 
activities and the preparation of reports 
based on individual research. It is pro- 
posed, therefore, to rectify this deficiency 
by having the student pursue an organized 
course in this discipline. It is quite possible 
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that some schools would prefer to have re- 
search methods included as a part (per- 
haps the first part) of the accounting 
seminar. 

The chief features of Section B of this 
program are: (1) the emphasis placed on 
advanced accounting work, and (2) con- 
centration in a particular phase of account- 
ing. As indicated previously, if a person 
does not have the basic knowledge of a 
subject he does not deserve to be doing ad- 
vanced work and securing advanced credit 
in the field. The same thought was ex- 
pressed by Professor H. T. Scovill in these 
words: ‘“‘Graduate education seems to refer 
to the advanced schooling one receives in a 
given field after having previously spe- 
cialized therein to a reasonable extent.’ It 
would seem proper that the student before 
getting credit for accounting courses for 
graduate work should have completed at 
least eighteen to twenty-four hours in ac- 
counting including first and second year 
accounting principles, auditing principles 
and the first cost accounting course. The 
candidate who has not had this back- 
ground may be expected to secure it before 
proceeding further with the M.B.A. de- 
gree in accounting. 

The organization of accounting courses 
under the three categories would seem to 
emphasize to the student the need for 
picking a certain pattern for concentration 
and developing some proficiency within 
that pattern. Concentration in one of the 
three fields of accounting will make selec- 
tion and actual writing of the thesis easier 
for both student and professor. One of the 
most discouraging times in the life of the 
supervisor of master’s theses occurs when 
a student who has completed or is about to 
complete all necessary formal course work 
drops by the office and says: “Doctor” 
(always doctor at this point) “I can’t 


2 Graduate and Professional Education, Hiram T. 
Scovill, in Proceedings of the 18th Annual Meeting, 
American Collegiate Schools of Business, p. 75. 


think of a thing to write on; will you please 
give me a subject.” Perhaps we should not 
condemn him too severely, for it may be 
just barely possible that his apparent lack 
of imagination, indecision or ineptitude is 
the result of an accounting program that 
has been too much of the scatter shot va- 
riety. 

It may be argued that the program per- 
mits of too large a percentage of elective 
courses. This instead of being a disadvan- 
tage should be a distinct advantage in that 
it will allow the student to implement and 
repair his educational structure at its weak 
points. Furthermore, it must be remem- 
bered that the student is pursuing a 
master’s degree in business administration 
and not a specialized accounting degree. 

The seminar is a must in any graduate 
program. Just how it will be administered, 
its contents, and the number of such semi- 
nars will depend in large measure on the 
size of the school, the number of graduate 
students, and the size and quality of the 
faculty. Of one thing there is certainty— 
the student should take an active and sig- 
nificant interest in all of its meetings and 
discussions. The seminar should not con- 
sist of just another course of lectures by 
the professors or outside experts, or both 
of them combined. 


The Thesis 


Perhaps the most controversial topic in 
connection with the master’s degree is this 
matter of the thesis. Of late there has been 
developing some sentiment among some 
professors in some schools that the time 
put into writing a formal thesis could be 
better used in some other direction, such 
as additional courses or even field work. I 
cannot help but wonder whether these 
anti-thesis people are not more imbued 
with the idea of eliminating the terrific 
work load and additional cost per student 
that goes with thesis supervision than they 
are with improving the quality of the 
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master’s degree. After supervising some 
seventeen M.B.A. candidates this past 
summer (all in addition to a teaching 
schedule and some doctoral supervision) I 
can easily appreciate their position. An 
overworked faculty or the expensiveness of 
thesis supervision are, however, but poor 
excuses for eliminating the one thing which 
more than anything else distinguishes the 
holder of a graduate degree from the owner 
of the baccalaureate. 

There are some who maintain that one 
or more good term papers supply all the 
writing exercises needed by the M.B.A. 
candidate. They may even quote the re- 
quirements for a master’s thesis given in 
the Report of the Committee on Graduate 
Work of the Association of American Uni- 
versities? and maintain that a good term 
paper meets these requirements. Their 
contention may have some merit. We have 
all had the experience of receiving an oc- 
casional term paper which was so well or- 
ganized and so well written that it was 
easily the equivalent of some masters’ 
theses. To the extent that this happens, 
the paper may well be received and 
credited as such. By and large, though, 
these papers do not meet thesis standards 
for the very simple reason that they are 
not read by the instructor with the same 
care that he reads, criticizes, and perhaps 
requires rewriting of the formal thesis. The 
fact that the thesis is to be approved by a 
committee rather than one individual and 
by a supervisory official, perhaps the dean 
of the graduate school, and furthermore is 
to be deposited in the library as the work 

’ The requirements of the master’s degree in the re- 
port indicated reads: ‘‘Depending on the field and type 
of degree for which he is a candidate, this exercise may 
represent: a small piece of research, the solution of a 
complex problem or design, a critical understanding of 
a sector of knowledge of considerable dimensions, criti- 
cal appreciation or creative work in literature or any of 


the arts. In no case need it be a small edition of the thesis 
for the Ph.D.” 
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of the candidate should provide sufficient 
control and incentive to keep thesis stand- 
ards at a high level; certainly much higher 
than that of the typical term essay or re- 
port. 


Graduate Standards 


Much can be said on this topic but time 
allowed for this paper will preclude an ex- 
tensive discussion thereon. Suffice it to say 
that in those schools using the letters A, 
B, C, and D for passing marks, surely no 
grade lower than a B should be considered 
a passing grade for the graduate student. 
As for the graduate candidate pursuing 
undergraduate courses, no question should 
be raised if it is in fact a senior or ad- 
vanced course. Even an occasional junior 
course might be credited if the instructor 
is informed in some manner of the pres- 
ence of the graduate student and sees fit to 
supply him with additional work of a 
graduate nature. 

Finally, the M.B.A. candidate should be 
required to pass a comprehensive test 
either written or oral or both. This test 
should not be limited to questions on 
courses taken but should be sufficiently 
broad to evaluate the student’s ability 
to apply principles covering those phases 
of business and accounting in which he is 
supposed to have some special knowledge. 
This examination to have any meaning 
and significance should be taken seriously 
by the examining committee as well as by 
the candidate. A certain amount of cour- 
age is required to fail a student who has 
successfully completed his course require- 
ments and has written a good thesis. This 
should not and will not happen often. But 
when it does happen, graduate standards 
will not be maintained if all candidates are 
passed almost automatically and as a 
matter of mere formality. 
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A GRADUATE CURRICULUM IN 
ACCOUNTING 


James L. Dour 


HE GRADUATE curriculum in account- 
ing which I propose to discuss briefly 
is that with which we are presently 
concerned at the Columbia School of Busi- 
ness. It is part of a general graduate pro- 
gram in business; it begins at the intro- 
ductory level and extends over a period of 
two years; it is exclusively graduate. It in- 
cludes the very interesting and important 
problem of providing accounting instruc- 
tion for nontechnical students, but I shall 
limit myself to the problem of the account- 
ing majors. The views expressed are en- 
tirely my own, since we have not as yet 
completed the Columbia program. 

The basic clue as to the possibilities of 
graduate education in accounting seems to 
lie in the character of the student body. As 
liberal arts graduates the students will 
have had a minimum of two years’ addi- 
tional instruction at the university level 
and, as liberal arts go these days, they will 
have had something in the way of a back- 
ground in such areas as economics, bank- 
ing, statistics, etc. As a result they should 
have greater maturity and better judg- 
ment; they should be able to deal more 
quickly with matters of greater complex- 
ity; they will probably not be so trusting; 
they should be better equipped to help 
themselves; they should have at least be- 
gun to suspect that life is something more 
than a bowl of cherries. These facts sug- 
gest that with adequate training the grad- 
uates should reach positions of responsi- 
bility in the business world somewhat more 
rapidly than those trained at the under- 
graduate level. 

The first and most important step in the 
construction of any curriculum is the es- 
tablishing of the objective. The temptation 


here is to begin with the undergraduate 
program and to adapt it to the change in 
circumstances. It would, of course, be folly 
to neglect experience at the undergraduate 
level; but certainly the shift to a higher 
level presents an opportunity for a recon- 
sideration of objective which ought not to 
be overlooked. 

We have long proceeded, in accounting 
as elsewhere, on the theory that education 
or training consists in imparting to the 
student a professional knowledge of sub- 
ject matter. It is now becoming increas- 
ingly clear that something more is required 
if accounting is to achieve maximum use- 
fulness in the conduct of the economy. 
What we need is a more purposeful spirit 
permeating the entire curriculum—a spirit 
which in some respects at least will be 
more important than courses or course- 
content. Men should be prepared, not so 
much for the specific positions or circum- 
stances in which we think they will later 
find themselves, but rather to take care of 
themselves under any circumstances. To 
this end they must be made, in their edu- 
cation, to face an intellectual challenge; 
they must be rigorously disciplined in the 
better sense of the word; they must be en- 
couraged to “think” rather than to 
“learn”; they must have practice in ob- 
taining and appraising evidence, and in 
formulating judgments on the basis of the 
available evidence; they must be per- 
suaded to develop their administrative 
faculties so that they will be able to “get 
things done.” This in general is the more 
purposeful spirit, but in endeavoring to 
develop that spirit in education we should 
not, of course, overlook the fact that a pro- 
fessional knowledge of subject matter is 
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still important.’ 

If the accounting curriculum is to be 
presented in this spirit, we must recognize 
that accounting is a great deal more than 
a system of recording financial facts. Ac- 
counting is a process of financial measure- 
ments—measurements which are often 
highly complex; it is a matter of appraisal 
and interpretation of financial significance; 
it is an instrument of control in the con- 
duct of the business enterprise and in the 
management of the economy; it is, I sug- 
gest, a means, and the only means, by 
which one can become familiar with the 
economic “‘facts-of-life.”’ 

If this broadly utilitarian purpose is to 
be adequately served, several things are to 
be avoided. Accounting is something in the 
way of a psychiatric case—it suffers from 
several complexes. To begin with, it has 
what I call a ‘‘double-entry” complex. We 
tend to submerge the student under the 
rules of debit and credit and in many cases 
he never comes to the surface. Then it has 
an “equilibrium” complex. Equilibrium is 
our Genesis, but it is a Genesis which 
never comes to Revelation. I say this be- 
cause the much-vaunted accounting equi- 
librium is, as a matter of fact, of no 
particular significance except as a book- 
keeping device. Finally, accounting has an 
“inferiority” complex which in plain truth 
has done much to prevent maximum 
achievement. Add to all this expression in 
terms of a highly technical jargon, and I 
think you have the explanation as to why 
accountants have not risen higher in the 
economic scale. 

To carry out the objective set forth 
above in the case of the accounting majors, 
the following rough outline of courses is 
suggested: 

1 For a comprehensive statement of these views see 
R. D. Calkins, Objectives of Business Education, 
Harvard Business Review, Autumn, 1946. The same 
general philosophy is presented by Russell Bowers, An 


Efficient Approach to the Teaching of Accounting, THE 
Accountinc REvieEw, July, 1947. 


FIRST YEAR 
First Semester 
Survey of Economic Resources and Activities 
Principles of Administration 
Principles and Procedures of Accounting 
Statistics 
Law-—Government and Business 
Second Semester 


Administration of Production (including Labor 
Relations) 

Administration of Distribution 

Administration of Finance (including Banking 
and Investments) 

Principles and Procedures of Accounting 

Law-—Government and Business 


SECOND YEAR 
First Semester 
Accounting Verification—Internal Auditing 
Cost Accounting 
Accounting and Management 
The Law of Accounting 
Seminar—Accounting Research 
Second Semester 


Accounting Verification—Public Accounting 
Cost Accounting 

Tax Accounting 

Accounting and Management 
Seminar—Accounting Research 


Obviously the principal difficulty with 
this program is that of compressing an 
adequate accounting education into a two- 
year period. 

In considering these courses I would 
stress two points. In the first place the 
emphasis throughout is placed on adminis- 
tration—not only administration of the 
private enterprise but administration of 
the economy as well. In addition the con- 
tént of the various courses should not be 
controlled by our conventional notions of 
departmentalization. 

The program of the first semester is de- 
signed to lay a foundation. The student is 
to be acquainted with economic resources 
and activities; he begins with the principles 
of administration; he begins his study of 
accounting measurements supplemented 
by statistics, Since he must, in his business 
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life, operate within a framework of rules, 
he is given a course in business law in 
which the emphasis is placed on the rela- 
tions between government and business. 

In the second semester the student con- 
tinues his study of accounting and law 
while he explores the administrative prob- 
lems in the three basic fields of production, 
distribution, and finance. 

The second year is wholly one of ac- 
counting study in the basic areas of princi- 
ples, costs, verification, taxation and re- 
search, all of which are presented in the 
spirit set forth above. The emphasis is 
evenly divided between industrial account- 
ing, controllership, and public accounting. 

To summarize, I think it is no longer 
necessary to argue as to the importance of 
accountants or of accounting in the conduct 
of business and in the control and direction 


of the economy. It seems equally clear to 
me that accountants have not, by any 
means, achieved the highest possible 
position in the economy. In the meantime 
there is a growing appreciation, outside 
the ranks of accountants, of the value of 
accounting and a number of people are 
ready to “move in” on us—statisticians- 
economists (and econometrists), engi- 
heers, governmental regulators, investment 
counsellors, etc. In developing a curricu- 
lum, whether it be undergraduate or gradu- 
ate, and in teaching accounting, we face a 
distinct challenge. Certainly we,as account- 
ants, do not wish to become what someone 
has described as ‘“‘mere ciphering agents.” 
The curriculum problem is_ therefore 
deserving of our best efforts and I think 
it offers substantial opportunities for the 
advancement of the cause of accounting. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


HE FOLLOWING problems were pre- 
Tes by the Board of Examiners of 
the American Institute of Account- 
ants and were presented as the second half 
of the C.P.A. examination in accounting 
practice in November, 1947. The candi- 
dates were allowed four and a half hours to 
solve both problems. Each problem was 
given a weight of 25 points. 
A suggested time schedule is given be- 
low: 
Problem 1— 90 minutes 
Problem 2—120 minutes 


No. 1 


Prepare from the information which 
follows: 


(a) a statement of the company’s loan ac- 
count with X Bank for the two months 
of September and October 1947; 

(b) a statement showing quantities of pur- 
chased materials covered by trust re- 
ceipts at October 31, 1947; 

(c) a statement of the balance of the As- 
signed Accounts Receivable account at 
October 31, 1947; 

(d) a statement showing the quantity of 
the company’s product in inventory at 
October 31, 1947. 


The ABC Company started business on 
September 1, 1947. On that date it entered 
into an agreement with the X Bank to 


finance the purchase of a commodity under 
a trust receipt arrangement. Under the 
terms of the agreement, the suppliers of the 
ABC Company draw drafts against the X 
Bank for all shipments to the company’s 
plant. The company then gives the bank a 
trust receipt for each shipment. 

In converting the commodity purchased 
into the product which it sells the com- 
pany sustains a quantity loss of four per- 
cent, adjustment for which is made when 
remittances to the bank are made. 

All shipments from the plant are charged 
to Assigned Accounts Receivable and re- 
mittances to the bank for the purchased 
quantities used in such shipments are 
made as the assigned accounts receivable 
are collected. (Other sales of the company 
which result from direct shipment from 
their suppliers to their customers are not 
financed by the bank.) Remittances to the 
bank are based on an “average price per 
pound.” For the first half of September a 
price of $.1475 per pound was agreed upon. 
For each succeeding half month period the 
“average price’’ is to be calculated by di- 
viding the dollar balance in the loan ac- 
count at the beginning of such period by 
the number of pounds for which the com- 
pany has not paid at the same date. 

The books of the company reflect the 
following for the period from September 1, 
1947, through October 31, 1947: 


Sales and Collections on 


Purchases 

7 Assigned Accounts Receivable 

Financed by X Bank Sales Collections 
; Pounds Amount Pounds Amount Pounds Amount 
Sept.—1st half. 360,000 $52,800 250,000 $42,040 183,000 $30,875 
Sept.—2nd half. . 126,000 18,510 150,000 25,000 165,000 27,500 
Oct.—1st half... 135,000 20,025 150,000 25,125 110,000 18,425 
Oct.—2nd half........... 85,000 12,450 75,000 12,525 150,000 25,100 
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At October 31, 1947, there were 23,708 
pounds of unconverted material on hand 
in the plant. 


No. 2 


From the data below prepare: 

(a) an account sales for September, 1947, 
as rendered by each of the three con- 
signees; 

(b) columnar work sheet showing correc- 
tions to the accounts of the Winston 
Company, as of September 30, 1947; 
(No adjustment of the provision for 
income taxes is required.) 

(c) an adjusted balance-sheet of the Wins- 
ton Company as of September 30, 
1947; 

(d) a condensed income statement of the 
Winston Company for the year ended 
September 30, 1947. 

The Winston Company, which mapu- 
factures and sells gas burners to be installed 
in coal-burning furnaces, arranged in Sep- 
tember, 1947, to sell some of its product 
through three dealers to whom it consigned 
burners packed with their related parts and 
fixtures, each such package being identified 
as a burner. 

The contract with the consignee pro- 
vides that: 

(a) he shall fix the sales price for all burn- 
ers to be sold in his territory, such price 
to be approved by the Winston Com- 
pany; 

(b) he shall pay all expenses incident to 
handling, selling and collecting for the 
burners after delivery to him, except 
for repairs and expenses pertinent 
thereto, required because of defective 
production; 

(c) he shall retain as commission 25 per 
cent of the amount for which he sells 
the burners, exclusive of installation 
charges; 

(d) he shall be responsible for the proper 
installation of burners sold and may 
make therefor suitable charges in 
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which the Winston Company shall not 
participate ; 

(e) he shall render, within 10 days after 
the end of each month, an account 
sales, accompanied by a check for the 
amount due the Winston Company as 
the result of transactions during the 
month to which the report relates. 


A condensed trial balance of the Win- 


ston Company’s accounts at September 30, 
1947, follows: 


Dr. Cr. 
Accounts receivable........... 241 ,964 
Inventories: 
Finished burners and related 
parts and fixtures......... 21,200 
Work in process, materials and 

Prepaid expenses............. 3,007 
128,762 
Accounts payable............. $ 31,742 
Accrued liabilities............. 138,798 
18,978 
Sales returns and allowances. .. 2,648 
129 384 
Administrative expense........ 89 ,423 
Reserve for bad debts......... 9 398 
Reserve for depreciation....... 27 ,632 
Non-operating income......... 318 
Non-operating expense........ 3,607 
Provision for income taxes. .... 110,000 


$970,813 $970,813 


All shipments charged to Accounts Re- 
ceivable were credited to Sales. 

Accounts receivable included accounts 
with the three consignees, which, upon 
examination, revealed the following: 


HOLMES PLUMBING CO. 


Debits: 
9/4/47 18 burners shipped on consign- 
9/20/47 Transportation charges paid on 
two burners returned as de- 
22.0 
9/27/47 Cost of repairing two burners 
returned as defective....... 18.00 
$3 , 640.00 
Credits: 


9/30/47 Cash received for 13 burners... 1,767.75 
Balance, 9/30/47 
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LUNDEEN HEATING EQUIPMENT CO. 


Debits: 
9/ 6/47 6 burners shipped on i 
$1,200.00 
9/15/47 Transportation char ges on one 
burner returned as defective . 28.00 
$1,228.00 
Credits: 
9/15/47 1 burner returned as 
defective... $200 .00 
9/30/47 Cash received for 3 
burners........ 544.50 744.50 


QUINCY FURNACE COMPANY 


Debits: 
9/ 5/47 12 burners shipped on consign- 
$2,400.00 
9/ 5/47 Freight prepaid on consigned 
36.00 
9/30/47 Commission on 9 burners 450.00 
$2,886.00 
Credits: 
9/30/47 Cash received for9 burners... 1,344.00 


Consignees reported burners on hand at 
9/30/47 as follows: 

Holmes Plumbing Co................. 

Lundeen Heating Equipment Co. 

Quincy Furnace Co.... as 


WN 


Shipping records show that on September 
27, 1947, the Winston Company shipped 
burners, freight prepaid, to replace those 
returned by consignees, as follows: 

To: Holmes Plumbing Co. 

Lundeen Heating Equipment Co.. 


Solution to Problem 1 


a) & b) 


211 


Burners on hand at the Winston Com- 
pany’s plant at September 30, 1947, num- 
bered 212 and were inventoried at manu- 
facturing cost. Inventories at the beginning 
of the period have been closed into Manu- 
facturing while those at the end of the 
period have been closed out of Manufac- 
turing. All normal adjusting entries have 
been made for the fiscal year ended Sep- 
tember 30, 1947. Unpaid commissions on 
sales were credited to Accrued Liabilities. 

Account sales for September, 1947, with 
related checks, were received by the 
Winston Company as follows: 


From: Holmes Plumbing Co. . 
Lundeen Heating Equipment Co.. . Oct. 12, 1947 
Quincy Furnace Co.............. Oct. 9, 1947 


Those from Holmes Plumbing Co. and 
Lundeen Heating Equipment Co. reflect 
payments of $36.00 and $18.00, respec- 
tively, for transportation charges which 
they paid upon receiving their consign- 
ments; that from Quincy Furnace Com- 
pany includes a charge for the cost of re- 
pairs to a defective burner, in the amount 
of $6.00. 

All entries in the Winston Company’s 
accounts with the consignees which are 
dated September 30, 1947, were based on 
checks received and data recorded in 
their account sales received on the dates 
stated above. 


ABC COMPANY 


Statement of Account with X Bank for the Months of 
September and October, 1947 


Purchases—September 1 to 15.............. 
Payments from assigned receiv vables collected 
(Pounds—183,000~+ 
Balance—September 15. . 
Purchases—September 16 to 30 


Total. . 


Raw 
Material Amount 
Pounds 
360 ,000 $52,800.00 
190,625 .1475 28,117.19 
169,375 $24,682.81 
126 ,000 18,510.00 
295 ,375 $43,192.81 
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Payments from assigned receivables collected 
(Pounds—165,000 +96%) 
(Rate $24,682.81 + 169,375)... 


Balance—September 30..... 
Payments from assigned receivables collected 
(Pounds—110,000 +96%) 


Payments from assigned receivables collected 
(Pounds—150,000 +96 


c) ABC COMPANY 


171,875 .1457 


123,500 
135,000 


114,583 .1470 


143,917 


85,000 


156,250 


72,667 


Statement of Assigned Accounts Receivable at 


October 31, 1947 


Less—Collections 


Balance—October 31, 1947 (of which $2,587.18 is payable on receipt to the X Bank) 


d) ABC COMPANY 


Statement of Inventory Quantities 
October 31, 1947 


Less—Unconverted material on hand. 


Raw material converted.... 
Less—Shrinkage (4%)... .. 
Finished material ‘produced... 


Material on hand................ 


Solution to Problem 2 


(a) Account Sales as rendered by Holmes Plumbing Co. 
Sale of 13 burners @ $185.00................... 

Less: Commission—25%. . 
Transportation charges 0 on 18 burners. sqdiuaene 


Balance remitted herewith..................... 


Account Sales as rendered by Lundeen Heating Equipment Co. 
Less: 


Transportation charges o on 6 burners. 


Balance remitted herewith..................... 


Account Sales as rendered Ay * aed Furnace Company. 
Sales of 9 burners @ $200. 
Less: Commission. . 

Cost of repairing defective burner. . 


Balance remitted herewith 


25 ,042.19 


$18, 150.62 
20,025.00 


$38 , 175.62 


16,843.70 


$21 , 331.92 
12,450.00 


$33 , 781.92 


23, 156.25 
$10, 625.67 


$104 , 690.00 


101,900.00 


$ 2,790.00 


Pounds 


= 


Solution to Problem 2—Continued 


THE WINSTON COMPANY 


Working Papers 


Balance—October 15..... | 
Purchases—October 16 to 31. See 
Pp 
| 
23,708 
.. 682,292 
. 27,292 
. 655,000 
. 625,000 
$2,405.00 
$601.25 
36.00 637.25 
$1,767.75 
$187.50 
18.00 205.50 
$450.00 
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Solution to Problem 2—Continued 


c) THE WINSTON COMPANY 


Balance Sheet 
September 30, 1947 


ASSETS 
Current Assets 
Inventories: 
Finished goods, parts and fixtures... 22,328.00 
Work in process, material and supplies...................... 42,271.00 64,599.00 
LIABILITIES 
Current Liabilities 
Capital stock and surplus 
$456 , 314.25 
d) THE WINSTON COMPANY 
Statement of Profit and Loss 
For the year ended September 30, 1947 


Lundeen Heating Equipment Company 


(5) To reverse entries to Lundeen account and to reclassify ex- 
pense charge. 


(6) To set up inventory on consignment and to relieve Manu- 
facturing. 


(7) To set up freight out on consignment inventory and to expense 
freight out on goods sold. 


(8) To record sales and commissions. Sales less commissions 
amounted to $544.50 plus $18.00 or $562.50. 


Quincy Furnace Company 
(9) To reverse entries to Quincy account and to reclassify. 
(10) To set up inventory on consignments and to relieve Manu- 


acturing. 
(11) To charge selling expense for freight on burners sold. ; 
(12) To charge manufacturing with cost of repair to defective 


urner. 

(13) To record sales and commissions. Sales less commissions 
amount to $1,344.00 plus $6.00 or $1,350.00. 

(14), (15), and (16) To transfer balances of Holmes, Lundeen and 
Quincy accounts from Accounts Receivable to 
accounts. 


cen 
pra 
Inte 
Uni 
I 
Rev 
Uni 

N. 

Rol 
visi 

Cor 
Wi 
an 

non 

Par 
foru 
Uni 
ing: 
Pue 
prac 
pub 

ing 

DE 
Har 
cour 

Ro 
Em 
Bot 

: 
qua 

lege 
com 
soci 


e Manw- 


defective 
imissions 


deen and 
separate 


ASSOCIATION NOTES 


E. Burt AUSTIN 


ALABAMA 


M. F. Barno, CPA, of Birmingham, was re- 
cently licensed by the state supreme court to 
practice law in Alabama. He is with the Bureau of 
Internal Revenue. 


COLORADO 
University of Denver: 
HARVEY WILLSON is on leave as Manager of 
Revenue, City and County of Denver. 


DELAWARE 
University of Delaware: 
Accounting subjects are taught by CHARLES 


N. LANnrER, RussEtL W. Wittey, CPA, and 
CECELIA TIERNEY. 


FLORIDA 
Rollins College: 

D. M. Bercuts acted as chairman of the di- 
vision on taxation at the annual Rollins Economic 
Conference, the general chairman of which was 
Witt1am ME LcHeEr. Beights recently delivered 
an address, ‘‘Accounting: Its Role in the Eco- 
nomic Order” before the University Club, Winter 
Park, and appeared as tax consultant on a radio 
forum on sales taxes. 


University of Florida: 

The following have resigned from the account- 
ing staff: A. Ross Evans to go to the University of 
Puerto Rico; DONALD F. Burns to go into public 
practice in New York; RALPH KELMON to go into 
public practice in Massachusetts. 

The following have been added to the account- 
ing staff: As professor of accounting, JAMEs W. 
Dr VAULT; as associate professor of accounting, 
Harvey T. DEINZER, CPA; as instructors in ac- 
counting, W. Davis PARKER, CARL A. ANDERSON, 
RoBert H. CojeEen, and Detmas D. Ray. 


GEORGIA 
Emory University: 

Additions to the accounting staff include E. R- 
BOLLINGER and E. E. BEssEnt as instructors. 
L. E. CAMPBELL was on leave for the winter 
quarter. 

Accounting instructors from ten Georgia col- 
leges met last fall at Emory University to discuss 
common professional problems. The outgrowth of 
the meeting was organization of the Georgia As- 
sociation of Accounting Instructors. 


IOWA 
Iowa State College: 

B. C. LEMKE was one of the discussion leaders 
on the subject “Application of Overhead to Prod- 
ucts” at a recent meeting of the Des Moines 
chapter of NACA. 

Emity BEveEr has been appointed instructor in 
accounting. 


Drake University: 


Accounting personnel now includes: Professor 
M. B. DiIttey (head); associate professor Ray- 
MOND V. CrapiT; assistant professor A. A. 
AUGUSTINE; and RopEerick L. Hotmes, DONALD 
W. Brown, and Carro.t H. KInKeEr, who are in- 
structors. 


ILLINOIS 
Bradley University: 


Heading an accounting curriculum recently en- 
larged to 45 hours are MIcHAEL F. GrISAFE and 
Davip Morea, both Illinois CPA’s. 


Roosevelt College: 

Eric L. Kouier has become a member of the 
board of trustees of Roosevelt College. 

New accounting staff appointments include 
IrvING TENNER as associate professor of account- 
ing and Harotp Mrnxus and A. AGRAN as lec- 
turers in accounting. 


MARYLAND 

University of Maryland: 

CHARLES F. Cronin, CPA, and Joun E. 
THomas, JR., have joined the staff as instructors. 

S. M. WeEDEBERG recently addressed the 
Maryland Association of CPA’s on the subject 
“Accounting Treatment of General Purpose Con- 
tingency Reserves.” 


MICHIGAN 
Michigan State College: 

New appointments include: D. S. Kwoot- 
HUIZEN, Exroy Scuoppa, and RosBert H. 
SPINDLER, who are instructors. 

E. A. GEE is serving on the technical program 
committee of the Lansing chapter of NACA. 

Bruce FuTHey recently presented a paper on 
analysis of financial statements before the Sagi- 
naw Valley chapter of NACA. 


a 
= 
‘ 
E 


216 


MISSOURI 
Washington University: 
Joun H. Ernest, University Comptroller, has 
been appointed associate professor of accounting. 


MONTANA 
Montana State University: 

The accounting department, recently increased 
from one to four members, includes Professor 
DonaLp J. EMBLEM, head, and E. JozE DEMaris, 
Epwin Dwyer, and F. O. RypELt, instructors. 
Emblem has been appointed chairman of the 
Committee of Accountancy, which administers 
the state CPA laws. 

Addresses at the annual meeting of the Mon- 
tana Society of CPA’s were given by Messrs. 
Emblem and DeMaris. 


NEW MEXICO 
University of New Mexico: 

In the newly established College of Business 
Administration, accounting staff additions in- 
clude as assistant professors of accounting WIL- 
LIAM J. HARMEYER, formerly of Highlands Uni- 
versity, and JoHN W. DunBar of Purdue Uni- 
versity and the Bureau of Internal Revenue. 

RutH WILKINS, instructor of accounting, 
passed the May CPA examination. 

RIcHARD E. STRAHLEM, associate professor (in 
charge) of accounting, has returned from a year 
as professor of accounting at the University of 
Miami (Coral Gables). 


NEW YORK 
Columbia University: 

Roy B. KEsTEr, soon to retire, was honored 
December 15, 1947, with a testimonial dinner at 
the University Club by business leaders, fellow 
professors, and students. Professor Kester was 
given the Alpha Kappa Psi Gold Award for dis- 
tinguished service. 

James L. Dour has succeeded Professor 
Kester as executive officer of the Department of 
Accounting, a position in which the latter has 
served since 1917. 


Niagara University: 


Additions to the accounting staff include JoHN 
J. Cuarka, Francis D. Litzincer, Joun A. 
Fitz-Patrick, JAMES W. HEary, and RoBErt C. 
Wuire. The last three are on part-time appoint- 
ments. 


Cornell University: 


WILLIAM H. CHILDs is now associate professor 
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of accounting in the School of Business and Public 
Administration. 

Tuomas W. SILK has been promoted to rank of 
assistant professor in the Department of Hotel 
Accounting. 


NORTH DAKOTA 


University of North Dakota: 
E. R. PETERSON has joined the staff as instruc- 
tor. 
OHIO 


Kent State University: 

Donatp D. Luck, MBA, instructor in ac- 
counting, was recently awarded the CPA certifi- 
cate by the State of Ohio. 


Ohio State University: 


Paut L. NoBLe and Horace W. Domican 
have been appointed instructor and assistant pro- 
fessor of accounting, respectively. 

James R. McCoy has been appointed Secre- 
tary of the College of Commerce and Administra- 
tion, but will continue to teach a limited program, 

W. J. FLEIc addressed the Columbus chapter 
of NACA at a special meeting in January. 


Ohio University: 


New appointments as instructor in accounting 
include ARTHUR E. CARLSON, ROBERT L. Briv- 
AKER, and KeirH L. Bowman (all MBA, Har- 
vard). 


University of Akron: 


Accounting staff consists of DENNIS GORDON 
(in charge) and Mary V. SLUSHER, assistant pro- 
fessors, and JOHN ZEIGLER, EINAR ANDERSON, 
FRANCES CLARK, OSSIAN GRUBER, ELIZABETH 
HELMKAMP, and CHESTER MorGav, instructors. 

DENNIS GorRDON has participated in two re- 
cent radio round tables on taxes, sponsored by the 
Akron chapter of NACA, and has supervised 
preparation of a digest of the Ohio Corporation 
Act. 


OKLAHOMA 


Oklahoma A. & M. College: 


B. F. Harrison is chairman of the accounting 
program of the annual meeting in March of the 
Southwestern Social Science Association in Dallas. 

EvuGENE T. SCHAUER served recently as special 
lecturer on “Retail Credit Operations” for the 
Retail Credit Bureau at Oklahoma City and at 
Enid, Oklahoma. 

J. W. McSwarn and WitHrRow have 
been added to the accounting staff as instructors. 
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OREGON 
University of Oregon: 

C. F. ZIEBARTH has joined the staff as associ- 
ate professor. Ziebarth is formerly of Valparaiso 
University, and, at the close of active army duty 
in France, taught at Biarritz American University. 


Oregon State College: 


The following have been added to the ac- 
counting staff: As assistant professors of account- 
ing, Byron L. Irvinc K. CurIsTIAN- 
son, and WILLARD L. SHELTON; as instructors, 
Wittram M. UtricH and Artuor A. LEwis. 

PENNSYLVANIA 
Lehigh University: 

Staff additions as instructors include Hucu O. 
RoBErRTS, Louis C. JURGENSEN, and RoBErt D. 
MUSTAIN. 

Carv E. ALLEN is Acting Director of Business 


Administration during absence on leave of Dean 
CAROTHERS. 


TEXAS 
Texas Christian University: 
Dean Extxis M. SowELt returned in January, 
1948, from eight months post-doctoral study at 
Harvard University. 


North Texas State College: 


Newly appointed are A. B. SHort, associate 
professor of accounting from Rider College; H. 
Grapy BAKER, assistant professor; DONALD 
CHILDRESS, instructor, and Jor S. Hopson, in- 
structor. 

O. J. Curry recently addressed the Dallas 
chapter of CPA’s on the subject ‘Post War Prob- 
lems in Business Education.” 
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Baylor University 


Ep Lynn, CPA, has been added to the ac- 
counting staff. Sam Woolsey has resigned to join 
the accounting staff of the University of Texas. 


Texas Technological College: 


Luta P. Eaves has returned from a year’s 
leave during which she taught in the Army Com- 
mand School for Military Personnel in Germany. 

E. has joined the staff 
as assistant professor of accounting, and HASKELL 
G. TayLor has been appointed associate professor 
of accounting. 

REGINALD RusHING has been named Secre- 
tary-Treasurer of the Texas Association of Uni- 
versity Instructors in Accounting. 


University of Houston: 


J. Marvin Srpe, head of the department of 
accounting, addressed the Motor Hotel Institute 
in September on the subject “Simplified Book- 
keeping for Motor Hotels.” Sipe is an associate di- 
rector of the Houston chapter of NACA, in charge 
of monthly programs. 


UTAH 
University of Utah: 


Gorpon J. MILLER has been appointed as- 
sistant professor of accounting. 


VIRGINIA 
Virginia Polytechnic Institute: 

WittraM S. Gay has been promoted to the 
rank of professor of accounting. He is a member 
of the State Board of Accountancy of Virginia. 

F. Frazter and Henry J. DEKKER 
have joined the accounting staff as instructors. 
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BOOK REVIEWS 


FRANK P. SMITH 


Design of Accounts. (Second Edition.) F. Sewell Bray 
and H. Basil Sheasby. (Oxford: Oxford University 
Press. 1947. Pp. 270. 12s. 6d.) 


Messrs. Bray and Sheasby are engaged in an exten- 
sive examination of company accounts for the Incor- 
porated Accountants’ Research Committee. Part of 
their survey was included in a volume published three 
years ago, of which the present volume under review is a 
revision. The second edition is especially valuable to 
practitioners on both sides of the Atlantic as it repre- 
sents ascounting procedures which have been endowed 
with legal force by the enactment of the Companies 
Act, 1947, Accounting design, as conceived by Bray 
and Sheasby, illustrates all the important proposals of 
the British Committee on Company Law Amendment, 
and, in addition, covers the recommendations of the 
Council of the Institute of Chartered Accountants in 
England and Wales. 

Perhaps the most stimulating aspect of the volume 
emanates from the authors’ consideration of the form 
of accounts. Adequate attention is devoted to de- 
tailed discussion of accounting ratios and the outline of 
significant correlations between various sets of figures. 
The authors believe that a comparison by ratios is much 
to be preferred to a comparison of actual figures in cases 
in which the time element is of major import, namely, 
where it is a sufficiently extended period for monetary 
value to change. It is interesting to note here that the 
book emphasizes that the balance sheet ratio of greatest 
usefulness, the one commonly known in America as the 
current ratio, should not be treated too rigidly, “but 
where a business has reached a normal state of progress, 
it is a ratio which should only move within settled 
limits over an accounting period. Any movement outside 
these limits should be closely investigated.” 

The authors stress that a number of important ob- 
jects should be kept in mind in considering the form of 
accounts adopted by companies. These include the fol- 
lowing: first, accounts should be true and intelligible as 
far as the public and the shareholders are concerned; 
second, accounts should be useful as a managerial tool 
because of the data which they summarize and the in- 
ferences which may be drawn from them; third, ac- 
counts should follow a sufficient uniformity of form and 
content from one company to another to permit general 
statistical work to be accomplished with them. These 
aims receive exhaustive discussion in “Design of Ac- 
counts,” and the principles underlying them receive 
more than adequate consideration. 

In conclusion, the reviewer would like to mention the 
pioneer work now being accomplished by one of the 
authors of the present book, Mr. Bray, in the field of 
social accounting. Readers are referred to his paper 
read at the 1947 meeting of the British Association, re- 
printed in the August 30 and September 6, 1947 issues 
of The Accountant. Mr. Bray, in searching for a road 
which may be traversed by accountancy and economics 


in one caravan, is succeeding in providing the English 
accounting profession with a modified basic philosophy 
and stimulating it to reexamine its techniques in view of 
modern economic theory. Many of these developments 
are of great significance to American accountants, and 
they merit study both by individual practitioners and 
by national professional bodies. 
Mary E. 
Hunter College of the 
City of New York 


Annual Reports to Stockholders, N. Loyall McLaren 
(New York: The Ronald Press Company. 1947. Pp. 
xiv, 364. $5.00.) 


The author has selected for his study and comments 
the annual reports of sixty-four companies covering 
fiscal years ending in 1945. The companies selected are 
manufacturers, railroads, public utilities, service com- 
pany, and retailers. The sample represents a good cross- 
section of companies submitting annual reports to stock- 
holders. 

The historical development of annual reports is 
traced, with attention being directed to recent trends 
in submitting information to stockholders. Credit is 
given to the Federal Reserve Board and the American 
Institute of Accountants for progress in developing 
uniform financial statements. The efforts of the New 
York Stock Exchange in securing the presentation and 
publication of financial data are stressed. 

Chapter two is devoted to the growth of the account- 
ing profession. A detailed discussion is given in subse- 
quent chapters of the items which appear on financial 
statements. For the majority of items on the balance 
sheet there is given (1) a brief definition of the item; (2) 
illustrations of the presentation of the item in the re- 
ports of the selected companies; (3) discussion of the 
applicable American Institute publications; and (4) the 
author’s criticism or comments. The reader of these 
chapters will realize that a great deal of work must yet 
be done in order to secure uniformity in financial state- 
ments, 

A separate chapter is devoted to the problems of 
railroads and public utilities and a wise suggestion is 
made that uniformity between annual reports of rail- 
roads and public utilities and industria] companies 
should be developed which would be of “material as- 
sistance to stockholders with a limited knowledge of 
financial accounting principles.” 

Some very valuable comments are made in connec- 
tion with the use of ratios by the ordinary investor in 
analysis of financial statements. The emphasis is placed 
upon trends and consistency both in connection with 
ratios and with the discussion of auditors certificates. 

There is a glossary of accounting terms. The defini- 
tions are intended for non-accountants and technical 
language has been omitted. 

The book is intended for those who prepare annual 
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reports as well as those who read them. Chapters three 
and four are presented in order to teach accounting 
fundamentals in two easy lessons. It does not appear 
possible that the individual who knows no accounting 
will have absorbed enough information in these chapters 
to understand the finer distinctions which are made in 
later chapters. I believe that these chapters could very 
well have been omitted. 

The book is interesting and informative. It could be 
well read by all accountants who are assisting in the 
preparation of annual reports. It can be useful to ac- 
countants also as a reminder that uniformity and clarity 
in presentation of financial data can, at least, be secured 
among the clients of any given accounting firm. It 
should also be useful to controllers or other officials of a 
company in preparing their own annual report to stock- 
holders. 

Martin L. BLack, Jr. 

Duke University 


Bookkeeping, Introductory. Ernest A. Zelliot and Walter 
E. Leidner. (New York: Prentice-Hall, Inc., 1947. 
Pp. x, 597. $2.96.) 


College and university professors of accounting are 
frequently confronted by the student who has taken 
bookkeeping in high school and feels that he has the 
prerequisite for the course in intermediate accounting. 
Often his qualifications are determined by a placement 
examination, the results of which vary to a considerable 
degree. In some cases, such a student may elect to start 
again from the beginning and take the elementary ac- 
counting course in the college or university of his choice. 
Even under these circumstances, he does not always do 
better than the student who has not had high school 
training in the field. 

It is interesting, therefore, to review one of the most 
recent texts in the field of elementary bookkeeping and 
to study the approach that is used and the content in 
general that is considered essential for beginning stu- 
dents of bookkeeping. This book is unique in many 
respects. It attempts to relate accounting principles 
and practices to the student’s world of affairs and co- 
ordinate these with the more practical experiences found 
in the field of business. It follows the usual procedure of 
first acquainting the beginner with the place and pur- 
pose of bookkeeping and calls attention to the fact that 
those engaged in agricultural enterprises need informa- 
tion concerning the returns from their crops and live- 
stock production just as businessmen and tradesmen 
require reports on the operations of their factory, store 
or shop. 

The authors recognize two of the fundamental weak- 
nesses of many beginning students—arithmetic and pen- 
manship. What accounting instructor has not encoun- 
tered the anguish of reviewing papers with incorrect 
totals, decimals in the wrong places, fractions mutilated, 
and hand-writing and figures almost impossible to de- 
cipher? To aid the student in his development of these 
basic skills, the authors have furnished a series of “Arith- 
metic Aids and Penmanship Pointers” at the ends of the 
first thirty-nine chapters. Discussion and review ques- 


tions follow all chapters. Another unusual feature is the 
inclusion of words and terms for review at the conclu- 
sion of every chapter. Vocabulary and spelling are thus 
developed. 

In line with the procedure followed by many of the 
more recent college texts in the field, more stress is 
placed upon the profit and loss statement. It is given 
equal emphasis with the balance sheet and is treated 
first. Statements of income and expense for a high school 
play production, a magazine route, a football conces- 
sion, and a building project are set forth in simple 
terms that appeal to a beginning student. The balance 
sheet presentation comes next with a simple listing of 
the assets, liabilities and net worth of a student, a small 
household, and a cabinet shop. The balance sheet equa- 
tion is stated in the usual form. The manner in which 
transactions affect assets, liabilities, net worth, income 
and expense is then described and illustrated. 

The chapters on special books, which come next, are 
introduced ahead of the one on the general journal. The 
cash receipts journal and the cash payments journal are 
presented first, then the purchase journal, the sales 
journal, and finally the general journal. Students are 
taught to record each type of transaction in the proper 
journal from the very beginning. The description and il- 
lustration of a multi-column journal, which the authors 
call a “combination journal,” is delayed until the stu- 
dent has been taught how to close the ledger, deal with 
a simple six-column work sheet, locate and correct 
errors, transfer balances and rule up accounts. 

A chapter on the partnership form of business is 
followed by one on classification of accounts. Both are 
treated on a level which a beginning student can com- 
prehend. Adjustments and the ten-column work sheet 
are discussed adequately in subsequent chapters and the 
interpretation of statements is described in sufficient 
detail to give the student an insight into this procedure. 
The corporate form of business ownership is treated 
briefly in a later chapter. All told, the text includes forty 
seven chapters but the authors have exercised good 
judgement and care in keeping them limited in length, 
yet adequate in treatment. 

Among the several innovations are chapters on per- 
sonal and home income and expense records, records for 
student organizations, banking services, and even one 
on the cooperative form of business ownership. Espe- 
cially interesting are the chapters on records for a profes- 
sional office, for farm enterprises, for a student athletic 
association, and for social security, sales, excise, and in- 
come taxes. The use and description of the customers’ 
ledger is deferred to the forty-fifth chapter. 

The authors conclude with a discussion of employ- 
ment opportunities and requirements in business, civil 
service, teaching, public and certified public accounting 
fields. The courses offered by high schools, private 
business schools, correspondence schools, junior colleges, 
teachers colleges, and collegiate schools of business are 
described as an aid to the student who decides to con- 
tinue with his accounting studies. Three practice sets 
with appropriate forms, and a series of progress guides 
provide a sufficiency of material for laboratory work 
and tests. All in all, the authors have displayed con- 
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siderable skill in their choice and presentation of mate- 
rial. 
Jupvson O. BURNETT 
University of Nebraska 


Preparatory Business Mathematics. Lloyd L. Smail. 
(New York: Ronald Press Company. 1947. Pp. x, 
244. $2.75.) 


This is a text to be used in a first course in mathe- 
matics for students majoring in business administration. 
It reviews the fundamentals of algebra and has chapters 
on quadratic equations and powers and roots. Loga- 
rithms, progressions, graphic representation, permuta- 
tions and combinations, and probability are covered. A 
chapter on curve-fitting is included. 

The subject matter covered gives the student a 
mathematical background for courses in statistics, 
mathematics of finance, and insurance. 

The author believes that the material in his book 
affords a better preparation for such courses than the 
traditional college algebra or “freshman math,” and 
many instructors in business administration will agree 
with him, 

H. C. Goccrns 

Idaho State College 


Essential Business Mathematics. Llewellyn R. Snyder. 
(New York: McGraw-Hill Book Company. 1947. 
Pp. xii, 434. $2.75.) 


Essential Business Mathematics is a textbook for 
college students, and it is also a valuable reference book 
for business and professional men and women. It stresses 
the essentials of arithmetic which are basic for work in 
retailing, accounting, business finance, and other busi- 
ness subjects. 

For the college student who needs a thorough review 
of arithmetic there is a section on the mechanics of com- 
putation, which is followed by a chapter on the funda- 
mentals of problem solving. The formulas used require 
no knowledge of algebra on the part of the student. The 
treatment of interest and bank discount is well done, as 
is the section on the mathematics of retailing. Other 
subjects covered are insurance, taxes and home owner- 
ship, social security, corporate securities, and averages 
and graphs. 

An ample supply of practical problems is provided, 
and an excellent manual and key for instructors is avail- 
able. 

Instructors in accounting and retailing whose stu- 
dents have had a course based on Professor Snyder’s 
book will no longer find it necessary to spend a portion 
of their class time teaching the fundamentals of busi- 
ness mathematics. 

H. C. Goccrns 

Idaho State College 


Mathematics of Business and Accounting. Kenneth L. 
Trefizs and E. J. Hills. (New York: Harper & 
Brothers. 1947. Pp. xii, 267, 51. $3.00.) 


The authors succeed in an excellent fashion in at- 
taining their stated objectives: namely, (1) to review 
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elementary arithmetic operations, (2) to review basic 
algebraic principles, and (3) to provide sufficient ex- 
planation and problem material for the development of 
basic skill in the fundamentals of mathematics ap- 
plicable to business and accounting situations. 

The text deals with Addition and Subtraction, 
Multiplication and Division, Common and Decimal 
Fractions, Ratios and Percentage and Proportion, 
Algebraic Fundamentals and Equations, Logarithms 
and the Slide Rule, Simple and Compound Interest 
and Discount, Trade Discounts, Markup and Mark- 
down, Annuity Fundamentals and Annuity Applica- 
tions. Adequate explanations, illustrations, and prob- 
lems are provided for good teachability. 

Answers to most of the problems are provided ina 
special section of the text. Some teachers will like this 
time saving feature for checking daily work. Others 
will prefer that students do not have access to answers 
until after completing their solution procedures. How- 
ever, numerous problems are conveniently located at 
sectional positions useful for review and testing pur- 
poses. The answers to those problems are not available 
to the students. 

A good six-place logarithm table is provided. Also 
provided are tables of compound amounts, compound 
present values, annuities, and annuity rents. A fine fea- 
ture of these annuity tables is their summary arrange- 
ment which makes it possible to find all of the varying 
figures at a given rate per period in a facing pair of 
pages. 

The content is not so comprehensive as that of some 
other business mathematics texts, but it is sufficiently 
so for use in classes to which are admitted both ac- 
counting and general business students. Adequate 
material is provided for a sound basic one semester 
course at the freshman or sophomore level of study. 

L, Boyp 

University of Illinois 


Commercial Law Questions. Wallace D. Cathcart. (San 
Francisco: The Pacioli Press. 1947. Pp. 74. $2.50.) 


The author has made a selection of questions in 
business law from examinations given by the American 
Institute of Accountants from 1919 to 1945. These ques- 
tions are classified under the subjective headings such as 
contracts, negotiable instruments, corporations, etc. 
Each subdivision under a main classification is pref- 
aced by reading references to four widely used texts on 
business law. 

The suggestions of the Board of Examiners of AIA 
to candidates for commercial law examinations are re- 
printed in this book and the author adds some good ad- 
vice of his own. 

The book will be of considerable value to those pre- 
paring to take the examinations for certified public ac- 
countant in any state. 

H. C. Goccrns 

Idaho State College 


Principles of Economics. Frederick Benham and Francis 
M. Boddy. (New York: Pitman Publishing Corpora- 
tion. 1947. Pp. 430. $3.50.) 
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The authors have written an entirely new book de- 
signed for use in one-semester courses in economics, 
and oriented to the needs of the “intelligent citizen.” 
Those familiar with “Economics,” published in 1941 will 
find that this is much more than a revision of the earlier 
textbook, with a new junior author. Not only has there 
been a complete re-arrangement of subject matter, but 
a complete and able re-writing as well. Scarcely a chart 
or a table—or even a sentence—has been taken over 
bodily in this new book. 

The most urgent problem of the one-semester text- 
book, that of deciding what to include in—or rather 
what to exclude from—the usual two-semester treat- 
ment has been solved by excluding no important topics 
and condensing greatly the discussion of each. The con- 
tents of 30 separate chapters are boiled down to 416 
pages, arranged in six unequal parts entitled: Introduc- 
tion, Production, Theory of Costs, Distribution, Inter- 
national Trade, and Government and Economic Life. 
(“Economics” (1941) had 5 parts, 30 chapters and 521 
pages.) The material on money and banking is greatly 
compressed and placed ahead of value in the introduc- 
tory section of the book. A chapter on National Output 
and National Income introduces the section on Produc- 
tion, and there are chapters on Population, Imperfect 
Competition, Public Finance, and Profits, to mention a 
few that were absent from the earlier work. 

Two outstanding features of the book are its com- 
pactness and its up-to-the minute character. New de- 
velopments, new institutions, new laws and new statisti- 
cal data are woven into the exposition with an economy 
of words that conserves space, avoids tedious descrip- 
tion, and gives the alert reader the impression that the 
authors are talking about the world in which he lives 
today. 

The style is simple, direct, and to the point. There 
are no long arrays of definitions, few tables of figures, 
and only 14 simple charts in the entire book—almost a 
record for an analytical introductory textbook! Yet 
there is much factual material scattered in the writing. 
One gets the impression that these are the carefully 
phrased sentences of experienced teachers who know 
how to make every word count. Some sections will strike 
the reader as models of condensation, as, for example, 
the explanation of an index number (page 57). 

But if condensation and brevity are virtues, they 
have their obvious drawbacks. Sooner or later teachers 
of economics must decide whether it is better for a one- 
semester course to emphasize breadth or depth. There is 
not time for both. The book under review is well suited 
for courses that aim at a broad coverage of economic 
principles and problems. This does not mean that it is 
superficial or merely descriptive. On the contrary, it 
fairly bristles with concepts of substance that call for 
further elaboration. 

Despite the clarity of expression that makes most of 
the book easy to read and understand, the beginning 
student will find himself at times inadequately prepared 
to approach new and (to him) strange ideas. For ex- 
ample, can demand and supply be adequately discussed 
in 8 pages? Can the nature of demand and supply curves 
be grasped without a step-by-step explanation and il- 
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lustrative graphs for references? Is a fairly complete, 
yet brief treatment of the theory of international trade 
effective, particularly if arithmetic examples are used 
(Chapter 23)? 

In a few cases topics seem to be taken up in the wrong 
order. It may be perfectly justifiable to discuss money 
before value, but should such problems as the value of 
money, inflation, etc., be considered before demand and 
supply (page 59)? Should planned savings and invest- 
ment be discussed before the student has become 
familiar with the elementary principles of money and 
banking (Chapter III)? Should students be introduced to 
demand and supply by way of a critical appraisal of the 
labor theory of value, cost of production, and marginal 
utility (Chapter V)? These are questions about which 
teachers would disagree; they are raised here only to 
indicate the way in which the authors have answered 
them. And it must be repeated that deviations from 
clarity and ease of reading are relatively few and ex- 
ceptional. The book is as American as if the senior 
author were a citizen, and only rarely do such terms as 
“ordinary stock” (page 47) reveal his nationality. 

The content of the book would be accepted by most 
economists as sound. The authors’ approach is well- 
balanced. They ride no hobbies. They propound no 
prejudices, and judiciously combine the new with the 
traditional. They state that the aims of economic policy 
should be to promote full employment, better standards 
of living, less economic inequality, and greater social 
security but are fully cognizant that these aims fre- 
quently conflict. Nor do they use these four objectives 
as hooks upon which to hang the multitude of ideas that 
comprise the “Principles of Economics.” In fact, the 
objectives are frequently out of sight. 

The authors prefer capitalism but are aware of its 
faults. They reject the stagnation thesis, and believe 
that full employment is possible, but that it is not more 
desirable than personal liberty, economic efficiency and 
technological improvement. 

Most economists will not be inclined to quarrel much 
with the handling of economic analysis. The desire to 
condense causes some of their statements to appear 
unduly dogmatic. In a few cases there are recognized 
differences of opinion. For example, the definition of 
profit as “the fluctuating return from real capital in- 
vested in any type of business” (page 273) or the state- 
ment that the rate of profit can be measured by the 
“yield on the shares” of corporations (page 278), would 
bring dissent, as would the explanation of the 1929 
boom (page 62), or their statement concerning the un- 
importance of gold where paper money is inconvertible 
(page 65). The authors (probably unintentionally?) 
leave the impression that price competition is of little 
importance and that prices are fixed by cost plus the 
conventional mark-up where imperfect competition 
prevails (page 204). The statement that wages lag be- 
hind prices needs modification (page 47). 

But these are mostly matters of detail and should 
not be labored. Those teaching one-semester courses in 
introductoy economics cannot afford to overlook this 
timely book in a field where good texts are scarce. That 
is particularly true where the course aims at breadth of 
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coverage, with economy of time and space, and where 
the teacher can provide some of the “filling” in class. 
If a student masters what is between these two covers, 
he will indeed have had full value for his semester’s 
work, 

Appended to the chapters are lists of questions and a 
few references for further reading (without chapter or 
page designation). There are no footnotes, even thougha 
few would have been helpful. 

CHELCIE C. BOSLAND 

Brown University 


The Board of Directors and Business Management. 
Melvin T. Copeland and Andrew R. Towl. (Boston: 
Harvard Business School, Division of Research. 1947. 
Pp. XII, 202. $3.25.) 


Business executives, students in business administra- 
tion and even directors are constantly asking themselves 
and others such questions as: Why does a corporation 
have a board of directors? What functions do these 
directors perform? To what extent do members of such 
boards contribute to the management of corporate 
enterprises? Is the success or failure of a business the 
responsibility of the Board of Directors or the operating 
executives? What is the role of the Board in the formu- 
lation of business policy, the selection of operating ex- 
ecutives, and the appraisal of the effectiveness with 
which policies have been carried out? How do directors 
keep informed concerning the activities of the corpora- 
tion? How are directors selected? What motives induce a 
capable man to serve as a member of a Board of Direc- 
tors? What unpleasant tasks may he be expected to 
perform? What qualities are desirable in a director? 
How does one assure himself that he has these qualities 
before he accepts a directorship and what questions 
should he frequently ask himself in order to be certain 
he is making a contribution to corporate management 
after he had been elected to a Board of Directors? 

To secure the answers to these and many other ques- 
tions the Harvard Business School undertook a study of 
Boards of Directors and their functions in 1934. The first 
report of this research was published in 1945 in Dr. 
John C. Baker’s Directors and Their Functions: A Pre- 
liminary Study. Professor Andrew R. Tow] assisted Dr. 
Baker in the writing of this book and since 1945 has 
done further extensive research in the study of the 
manner in which directors perform their tasks. Professor 
Melvin T. Copeland, Director of Research at Harvard 
Business Schoo] for the past 30 years has been concerned 
with business administration problems and since 1930 
has devoted considerable time to studying the relation- 
ship between directors and business management. His 
breadth of experience in dealing with administrative 
problems and his exceptional ability to think facts 
through to constructive suggestions have made this 
book a particularly valuable tool for effective business 
management as well as an informative piece of literature 
for those interested in the study of business administra- 
tion. 

The facts presented by the authors have been gath- 
ered by personal research through the study of many 
corporations, both large and small. The scope of the 
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research has been great enough to permit the authors to 
indulge in some constructive criticism which is appli- 
cable to directors of all types of corporations regardless 
of the nature of the size of the business. Several miscon- 
ceptions regarding the functions and place of the direc- 
tors in the corporate picture are also discussed in order 
to present a clearer understanding of the functions of 
directors and their relationship to business administra- 
tion and policies. The objective approach of the authors 
makes this book a valuable nucleus for the development 
of independent thinking on the part of administrators 
and executives in general. The book is not a study of the 
historical development of the Board of Directors but 
rather it is a practical treatise on those functions and 
activities of business leadership which transcend the 
present and the past. 

In general, too little thought has been given in the 
past to the role of Boards of Directors in the manage- 
ment of corporate enterprises. Members of boards oc- 
cupy enviable positions because of their unusual oppor- 
tunities to guide business enterprises through the vicis- 
situdes of a changing world. The extent to which they: 
are capable of exercising these responsibilities intelli- 
gently will have a marked effect upon business in general 
as well as upon the type of society which this country 
will enjoy. Consequently, this book is a “must”? for all 
business executives and members of Boards of Directors. 
Because of the advanced level of administrative think- 
ing contained in this book it would be of little value to 
those unfamiliar with the problems of managing busi- 
ness enterprises. On the other hand, the findings of the 
authors and their constructive suggestions are and 
always will be of practical value to those who are re- 
sponsible for the administration of business under a free 
private enterprise system of society. 

A. B. DICKERMAN 

University of Rochester 


Business Finance and Banking. Neil H. Jacoby and R. J. 
Saulnier: (New York: National Bureau of Economic 
Research. 1947. Pp. xviii, 241. $3.50.) 


The National Bureau of Economic Research has 
sponsored a number of studies of business finance of 
which the present is described as the capstone. The 
work encompasses the development of debt financing of 
business from the turn of the century until 1945. Al 
though various financial agencies engaged in making 
loans to business concerns are studied, the main em- 
phasis rests upon the réle of commercial banks as busi- 
ness financing institutions. The authors raise the ques- 
tion as to whether commercial banks will remain im- 
portant instruments for the financing of business, and 
reach an affirmative answer, provided that business 
assets expand, banks continue to adjust their lending 
policies to changing business needs, and government 
regulation is not adverse to continued bank operation in 
the business finance field. 

The organization of the study falls in four parts: Part 
I, consisting of two chapters, pictures the pattern of 
business demand for loans for the year 1940. This date 
chosen as the most recent year of the period studied not 
distorted by the financing requirements of the War. 
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Part II, consisting of four chapters of a historical na- 
ture, considers the changes in commercial banks’ and in 
other financial organizations’ relations with business, 
and the development of techniques and debt instru- 
ments employed in financing business. A final chapter of 
this section sets forth some of the main changes in the 
economic environment during the period of the study. 
Part III, consisting of one chapter, discusses the effect 
of World War ITI upon the business borrowing. Part IV, 
also a single chapter, sets forth the conclusions of the 
study, and in particular discusses the outlook for com- 
mercial banks’ operation in the field of business finance. 

Like many other National Bureau studies, the 
present one is mainly descriptive in character. There is 
little analysis, and virtually no discussion of public 
policy issues. Much of the text is a running commentary 
upon time series. For commercial banks, only data for 
National Banks are used because only these series are 
available back to 1900. This procedure, applied to the 
years since the operation of the Federal Reserve Sys- 
tem, sacrifices the greater accuracy of a larger sample 
for the gain of continuity of the data. This raises the 
question of why the authors thought it desirable to date 
the study from 1900. It is questionable whether any 
significant conclusion would have been altered if a much 
later date, such as the close of the World War I, had 
been used. The material presented for the pre-World 
War I period is too sketchy in character to be regarded 
as a serious contribution to the explanation of the 
financial history of the period. The large growth in the 
number of banks is only mentioned, and nowhere is there 
any discussion of the financial difficulties of the times 
which led to the demand for a central banking system. 

The study contains a number of excellent charts, 
although some left this reviewer more than a little be- 
wildered. One of the more confusing (Chart 29, p. 165) 
shows public construction in per cent of gross capital 
formation, government securities in per cent of all bank 
assets, government surplus in per cent of total federal 
debt, and government deficit also in per cent of total 
federal debt. The discussion in the text suggests that 
national bank assets rather than total bank assets is 
intended. Presumably all government securities is in- 
tended, but there is no indication of whether surplus and 
deficit refers to all government units or only to the 
Federal government. But these are minor difficulties. 
The caption on the bottom of the chart reads “In- 
creased bank holdings of government debt in the thirties 
were associated with a higher proportion of public con- 
struction to total capital formation and with federal 
deficits.” Actually, the series for government capital 
formation as a per cent of gross capital formation de- 
clines abruptly for the period 1932-1937. Furthermore, 
government deficits, not public construction as such, 
lead to an increase in government debt. One wonders 
why the authors found it necessary to include a public 
construction series at all. It is surprising that such a 
chart should have survived repeated checking. 

Business Finance and Banking is a particularly in- 
teresting experiment in research technique. It was pre- 
ceded by eight published and four unpublished mono- 
graphs devoted to various aspects of business finance. 


These earlier studies, moreover, were designed pre- 
sumably to pave the way for the work under review. As 
a product of long-run planning and elaborate study, it 
becomes a test of the effectiveness of this type of re- 
search. The mountain has duly labored; what are the 
results? As already mentioned, nothing serious in the 
form of public policy recommendations emerge. The 
authors hint that government loan guarantees would 
restrict the independent financing functions of banks, 
leaving the impression that they regard this as undesir- 
able. Serious policy recommendations must presumably 
wait upon the completion of all aspects of the financial 
program of the National Bureau. As an analysis, the 
study was handicapped at the outset by an attempt to 
ignore the monetary aspects of banking. Banks, by ex- 
panding loans, do not merely finance the particular bor- 
rower, but they finance all subsequent holders of that 
cash. This fact alone places banks in a position materi- 
ally different from that of insurance companies and 
other financial institutions. Explanation of bank be- 
havior can scarcely be completely divorced from such 
factors as reserve requirements and Federal Reserve 
Bank operations. The requirement that the authors look 
upon their task as merely that of studying the relation 
between commercial banks and business loans pre- 
cludes their delving into these more significant ques- 
tions. 

The parts dealing with the inducements for business 
borrowing are by far the best features of the book. 
Changes in the types of assets held by business are 
studied, leading the authors to suggest that it is the 
desire to increase current assets which leads business to 
increase its debt. The relation of debt to the size of the 
business unit and its profitability is illustrated in some 
detail. The authors measure profitability as a ratio of 
net profits to net worth. A case could be made for using 
instead the ratio of earnings before deducting interest 
and taxes to total assets to avoid letting historical ac- 
cidents such as the optimism of promotors or the gulli- 
bility of bond holders from placing an otherwise profit- 
able enterprise into the unprofitable category. Such a 
procedure also avoids taxing the inherently vague dis- 
tinction between owners and creditors. 

It is to be hoped that future studies of finance 
sponsored by the National Bureau might attain a 
higher level of achievement than this book. Studies 
of investment credit, agricultural finance, and urban 
real estate finance are stated to be in prepara- 
tion. The mere mechanical presentation of time 
series may not add much to our knowledge of these 
subjects. It might be possible in these other re- 
search projects to lean more heavily upon studies al- 
ready available. Although the formal procedure of the 
Bureau calls for a pre-research survey of the literature 
of a field, it is suggestive that the present work has not 
one reference to articles in the technical journals. 

Ear R. 

University of California 


Fitting Yourself for Business. (Second Edition.) Eliza- 
beth Gregg MacGibbon. (New York: McGraw-Hill 
Book Company. 1947. Pp xix, 456. $2.50.) 
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“This book is written for the ambitious young 
people” (p. 336). It is valuable reading in its choice of 
material and in its manner of presentation. The author 
has the art of choosing her subject matter so that it is 
interesting as well as practical. Students in high schools 
and business colleges will find it a splendid guide to 
prepare themselves to enter business, and also to become 
acquainted with the expectations of their prospective 
employers. The already employed business man or 
woman looking for ideas and assurance would profit 
from reading the book. It is written in clear, concise, 
and simple language. Much of the information pre- 
sented in Parts IT and IIT is instructive to the university 
graduate seeking a position in the business world. 

The first four chapters outline essentials of the vari- 
ous Clerical positions the business school graduate may 
expect to occupy, emphasizing the need of the applicant 
to analyze the opportunities for advancement available 
within the firm. 

Part II considers the important task of securing a 
position: how to organize a campaign to secure inter- 
views; and the techniques of being interviewed. In 
recognizing that ‘the average person goes through a 
season of looking for work only seven times in his entire 
life” (p. 133), and that “looking for a job is a business” 
(p. 106), the author devotes considerable space to this 
important and generally over-looked phase in the life 
of an individual. Not only are suggestions provided on 
planning one’s program to learn where positions are 
available, but also the nature of the questions that will 
be asked by the employer or his personnel director. 
Here the author’s experience and gift of exposition is 
evident. The wealth of examples appear to cover all the 
combinations of questions and appropriate responses as 
to the degree of skill of the applicant to the many per- 
sonal questions inevitably posed; from the “What ex- 
perience have you had?” to the “What do you do in 
your leisure time?”’ In the chapter on the importance of 
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appearance the expression “You may have been 
‘straight A’ student, and you may have a beautiful soul 
but when you present yourself to be interviewed 
neither is apparent” indicates the relevance of the mates 
rial in the book. Even the apparently minor necessity off 
adopting an official signature and sticking to it j 
brought to the attention of the reader. 

The last seven chapters consider the employers! 
wants: the need of working to hold the job; business like: 
habits; getting along with others; the right attitudes of 
cooperation, interest, and loyalty to the firm; dress an 
grooming on the job; and the requirements for prom 
tion. There is also some advice on managing one’s ig 
come and final chapter on “Self-organization for Sue 
cess.” The author succinctly states the concept of team 
work in business in the following: ‘“You can be cooperass 
tive by being thankful every day that you have work fg 
which you are paid regularly. You can show this grati# 
tude by pleasantly giving a full day’s work for a full 
day’s pay. You can be cooperative by subordinatiny 
your opinions about how the business should be rung 
You can be cooperative by doing without complaint thee 
things the management asks you to do for the good of 
the business as a whole” (p. 283). Even though them 
above quotation is recognized as the general philosophy 
of business, the author suggests ways and means fo q 
the employee to avail himself of the opportunities to bee 
heard and recognized by the employer. 

The book is so organized to be an effective text foray 
course designed to assist persons to ‘get and hold a joba® 
There are study questions, topics for discussion, and™ 
projects at the end of each chapter with enough sugy 
gestions to arouse lively discussions. There are six pages® 
of bibliography to assist the teacher and student i 
further study. 

J. F. HALTERMAN 

University of California, 

Santa Barbara College 


7.1 


a 
edy 
te< 
of 
is 
ers’ 
likes 
mows 
ins 
ams 
for | 
full 
ting 
run 
t the 
od of 
the 
ophy 
s for 
to be 
fora 
jobs 
, and 
SUR 
pages 
nt if 
[AN 


